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TUESDAY, MARCH 5, 2002 

U.S. Senate, 

Committee on Banking, Housing, and Urban Affairs, 

Washington, DC. 

The Committee met at 10:10 a.m. in room SD-538 of the Dirksen 
Senate Office Building, Senator Paul S. Sarbanes (Chairman of the 
Committee) presiding. 

OPENING STATEMENT OF CHAIRMAN PAUL S. SARBANES 

Chairman Sarbanes. Let me call this hearing to order. 

This morning, the Senate Banking, Housing, and Urban Affairs 
Committee conducts the fifth in a series of hearings on accounting 
and investor protection issues raised by the problems of the Enron 
Corporation and other public companies. As the serious and far- 
reaching ramifications of the Enron situation continue to ripple 
through our capital markets, and also through our economy, the 
Committee seeks to identify underlying systemic and structural 
weaknesses that contributed to the problems, and to seek remedies 
that will minimize the possibility of future events of this kind. 

The failure of Enron raises numerous important issues that have 
arisen on occasion in connection with other public companies. 
Among those that have been foremost in the minds of the witnesses 
at our earlier hearings are the following: The integrity of certified 
financial audits; accounting restatements; accounting principles 
and auditing standards; accounting regulatory oversight system; 
auditor independence; corporate disclosure; the SEC’s “selective re- 
view” of filings; conflicts of interest; stock analyst recommenda- 
tions; corporate governance; and the adequacy of SEC resources. 
And, indeed, other items as well. 

In our previous hearings, the Committee received testimony on 
these and other issues from witnesses with long and distinguished 
experience in both the public and private sectors. We have heard 
from five former Chairmen of the SEC; the Chairman of the Inter- 
national Accounting Standards Board, as well as the Chairman of 
its Trustees; a panel of former SEC Chief Accountants, a former 
Chairman of the Financial Accounting Standards Board, the CEO 
of a preeminent pension fund serving the education and research 
community, and an authority on corporate governance. Our wit- 
nesses have offered recommendations for legislative and regulatory 
measures to address the problems confronting us. 

( 505 ) 
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Our witnesses today bring important new perspectives to the 
issues under consideration. They are: David Walker, Comptroller 
General of the United States; Robert Glauber, the CEO of the Na- 
tional Association of Securities Dealers, one of the capital markets’ 
principal self-regulatory organizations; and Joel Seligman and John 
Coffee, two of the Nation’s most distinguished law school securities 
professors. 

First, the Committee will hear from Comptroller General Walker, 
who is the Nation’s chief accountability officer and the head of the 
General Accounting Office. Mr. Walker is a Certified Public Ac- 
countant, and formerly was a Partner and Global Managing Direc- 
tor of Arthur Andersen’s Human Capital Services Practice. Prior to 
joining Andersen, he was Assistant Secretary of Labor for Pension 
and Welfare Benefit Programs and Acting Executive Director of the 
Pension Benefit Guaranty Corporation. 

I should note that last spring, I, joined by two of my colleagues 
on this Committee, Senators Dodd and Corzine, wrote to the Comp- 
troller General asking him to “review whether the Securities and 
Exchange Commission’s resources are adequate to stay abreast of 
the market and technological changes that are occurring in the do- 
mestic and global financial markets.” We specifically asked in that 
letter “whether the resources available to the SEC are adequate for 
its ongoing efforts regarding full and fair disclosure, enforcement 
and investor education.” Of course, we have now confronted these 
major systemic challenges to the workings of the market and they 
make those questions even more pertinent and relevant. And we 
look forward to receiving from the Comptroller General the results 
of the GAO investigation. 

We have also invited the Comptroller General to share his views 
on the oversight of the accounting industry, auditor independence, 
corporate governance, and related issues. 

The second panel will address the regulation of accountants and 
the advisability of creating a new organization to regulate the ac- 
counting profession, as well as such issues as conflict of interest 
and the proliferation of accounting restatements. We just recently 
asked the GAO to conduct a study on the “proliferation of restate- 
ments of earnings and other financial data which have been issued 
in recent years by publicly-traded companies.” 

I will introduce the individual members of the second panel at 
the conclusion of the Comptroller General’s testimony. 

Before I turn to you, Mr. Walker, let me turn to my colleagues 
to see if they have any opening statements. 

Senator Bunning. 

STATEMENT OF SENATOR JIM BUNNING 

Senator Bunning. A short opening statement, Mr. Chairman. 

[Pause.] 

Chairman Sarbanes. Is that it? 

Senator Bunning. No. 

[Laughter.] 

I won’t keep you long, Mr. Walker. 

First, I want to thank the Chairman for holding this important 
hearing and I would like to thank our witnesses for testifying. 
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It is very important to continue to look at the accounting side of 
the Enron scandal. We have had some good hearings on the issue 
already and I know that we have another hearing tomorrow. I am 
fairly certain that we will have more after that. 

The industry has already started to move in the right direction. 
All of the major firms have now fully separated their consulting 
and auditing arms, but I think we need to do that permanently. I 
would prefer to do it legislatively, although the SEC is doing it by 
regulation. We have to make sure that 10 or 20 years from now, 
we do not have auditors doing consulting and start the whole proc- 
ess over again. I do not believe that auditors doing consulting 
caused the Enron collapse. It was certainly caused by greed. But 
it surely did not stop the collapse. 

There are a number of other options that we need to look at on 
accounting standards. I look forward to hearing from our witnesses. 
I also am very interested in hearing from our witnesses on what 
they think of the role of analysts in Enron and what we should do, 
if anything, about them. 

I spent 25 years in the securities business. I am very concerned 
about the so-called firewalls between the analysts who are sup- 
posed to be thinking of their customers first and foremost, and 
other aspects of a financial firm. We had firewalls at the firm that 
I worked at, but believe me, I knew what the rest of the firm was 
doing and so did everyone else. 

I am looking forward to your testimony and I thank you for com- 
ing before us today. 

Thank you, Mr. Chairman. 

Chairman Sarbanes. Thank you very much, Senator Bunning. 

Senator Dodd. 

COMMENTS OF SENATOR CHRISTOPHER J. DODD 

Senator Dodd. Thank you, Mr. Chairman, for holding this hear- 
ing. This has been a very, very helpful set of hearings. 

Having had a chance to look at the GAO report, this is going to 
be a very worthwhile document I think in making the case that we 
have tried to make for some time now. The rationale for asking the 
GAO to look at this was based on some very strong feelings of inad- 
equate resources and other problems. And as you point out, this is 
not just a question of resources, but turn-over rates and also the 
workload we are imposing on the SEC as well, contribute to some 
of the problems we are facing. But I think this will do a great deal 
to help us as we try to fashion some suggestions legislatively to 
deal with the issue. 

So, Mr. Chairman, I am appreciative of this set of hearings and 
look forward to the testimony. 

Chairman Sarbanes. Thank you very much. 

Senator Miller. 

COMMENTS OF SENATOR ZELL MILLER 

Senator Miller. Thank you, Mr. Chairman. I have no opening 
remarks. But I want to say again, thank you for holding these 
hearings and I thank our witnesses for being here to testify. 

Chairman Sarbanes. Thank you very much. 

Senator Crapo. 
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COMMENTS OF SENATOR MIKE CRAPO 

Senator Crapo. Thank you, Mr. Chairman. I also have no open- 
ing remarks and again, thank you for holding these hearings. 

Chairman Sarbanes. Senator Corzine. 

COMMENTS OF SENATOR JON S. CORZINE 

Senator Corzine. I have a statement I will put into the record. 

This has been a very revealing set of hearings and informative 
to all of us. I think the report on the increased workload is a very, 
very positive piece and I appreciate the response and I look for- 
ward to your comments on some of the structural issues with re- 
gard to how we go forward. 

I appreciate it very much, Mr. Chairman. 

Chairman Sarbanes. Thank you very much. We would be happy 
to turn to you, Mr. Walker. 

STATEMENT OF DAVID M. WALKER 
COMPTROLLER GENERAL OF THE UNITED STATES 
U.S. GENERAL ACCOUNTING OFFICE 
ACCOMPANIED BY: THOMAS McCOOL 
MANAGING DIRECTOR, FINANCIAL MARKETS AND 
COMMUNITY INVESTMENT 
AND ROBERT GRAMLING, FORMER DIRECTOR 
CORPORATE FINANCIAL AUDITS 

Mr. Walker. Thank you, Mr. Chairman, Senators. It is a pleas- 
ure to be here today to address certain systemic issues designed to 
better protect the public interest in light of Enron and other recent 
earnings misstatements and business failures. 

I would like, Mr. Chairman, to enter into the record, if I can, a 
copy of my full statement, which I think has been provided to you, 
of which I might note, the last two pages represent a copy of these 
two charts that I will refer to a little bit later. 

Chairman Sarbanes. The full statement will be included in the 
record. 

Mr. Walker. Thank you, Mr. Chairman. In this statement, there 
are a number of key questions dealing with a variety of elements 
of our current system that we believe need to be addressed. We 
look forward to working with the Congress and others in doing 
that, but let me summarize some of the key points, if I can, Mr. 
Chairman. 

I will not address Enron directly. As you know, there are many 
players on the field already with regard to Enron. At the same 
point in time, there are a number of systemic issues I think that 
are raised by the Enron situation, as well as other recent earnings 
restatements and other business failures. 

There is a need to examine a range of important and interrelated 
systemic issues. I will touch on four this morning. First, corporate 
governance. Second, independent audits. Third, the regulatory and 
oversight structure. And fourth, the accounting and financial re- 
porting model. 

I will also touch on the recently issued report on the SEC that 
you just noted, Mr. Chairman, and I would like to have that in- 
serted into the record as well, if at all possible. 
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Chairman Sarbanes. It will be included in the record. 

Mr. Walker. Mr. Chairman, I am also going to refer to another 
document that is being released today which represents a summary 
of a roundtable discussion that we held last Monday with a number 
of top experts whose names are included herein, to talk about a 
range of corporate governance, transparency and accountability 
issues that I would also commend to you and the Members, and 
would like for that to be inserted into the record, if at all possible. 

Chairman Sarbanes. Without objection, it will be so included. 

Mr. Walker. Thank you. 

In addressing these issues, I would like to note that there are 
three key principles that, in our view, need to be addressed in 
order to ensure that any system functions effectively. 

First, there needs to be adequate incentives in place for people 
to do the right thing. Second, there needs to be adequate trans- 
parency in order to provide reasonable assurance that the right 
thing will be done. Third, there needs to be appropriate account- 
ability if the right thing is not done. And these three elements, in 
our view, relate to the entire testimony, as well as other areas. 

I will start with the corporate governance area. 

Clearly, serving on a board of directors is an important, difficult, 
and challenging responsibility in today’s times. Boards of directors 
work for the shareholders and they need to have an adequate num- 
ber of qualified, independent, and adequately resourced members 
in order to do their job effectively. 

Audit committees have a particularly important role to play in 
connection with interaction with both internal and external audi- 
tors, as well as in connection with making sure that the enterprise 
has a sound and effective system of internal controls and that they 
are properly reporting their results in accordance with applicable 
standards. 

With regard to independent audits, external auditors or inde- 
pendent auditors play a critically important role in assuring that 
our capital markets function effectively and efficiently. External 
auditors work for the shareholders and they hold a public trust. 
This trust must not be violated. 

Auditors need to be both qualified and independent. While audit 
firms have the ability to provide a broad range of services to their 
clients, they should not perform certain nonaudit services given re- 
lated conflict-of-interest issues. 

There are certain nonaudit services that should not be a problem. 
There are other nonaudit services that do present problems. In this 
regard, Mr. Chairman, GAO within the last 2 months has issued 
a new independence standard, which is generally included in ac- 
cepted auditing standards for the Federal Government entities, the 
so-called “Yellow Book,” in which we have outlined a principles- 
and safeguards-based approach which we believe provides a sound 
framework for addressing some of the concerns that have been ex- 
pressed about auditors performing certain nonaudit services. 

We are in the process of providing additional guidance, questions 
and answers commentary that is necessary in a principles-based 
approach. We are working with interested parties to do that and 
are hopeful that the AICPA will end up following the GAO’s lead 
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in taking a similar approach in dealing with a range of other inde- 
pendence issues that are beyond our direct authority to address. 

It is very important that auditors focus not just on whether or 
not the statements are presented in accordance with Generally Ac- 
cepted Accounting Principles. It is also critically important that 
they make an affirmative determination as to whether or not the 
statements are fairly presented in all material respects. 

Both of these elements are critical. As a result, auditors have a 
responsibility to try to assure that there are not material misstate- 
ments. They should assure that the financial statements are free 
of these material statements and in addition, in today’s complex 
and rapidly changing world, it is critically important, both for 
boards of directors, as well as auditors, that they focus adequate 
attention on the entity’s systems and internal controls. They are 
critically important. 

GAO has for years done additional work on internal controls with 
regard to Federal Government entities and in fact, we express an 
opinion on whether or not those controls are effective. 

We believe that the same needs to be considered for the private 
sector, for at least public companies, as to whether or not auditors 
should have a responsibility for expressing an opinion on these key 
controls which are becoming increasingly important given rapid 
changes in emerging technologies. 

With regard to the regulatory and oversight structure, these two 
charts, which are presented as the last two pages of my testimony, 
provide an illustrated summary of who some of the key players are 
who are relying on our current system. You have individual inves- 
tors, institutional investors, banks and lenders or other creditors, 
and rating agencies, among others. 

They are relying upon a wide array of players who have various 
rules and responsibilities under the current system. 

Time does not allow for me to explain the chart on the right, but 
nonetheless, I think it serves to illustrate that there are a lot of 
players on the field. It is not always very clear as to what the dif- 
ferent role and responsibility of each player is. In some cases, there 
are overlaps. In some cases, there are gaps. And in some cases, 
there may be inconsistencies. 

In summary, the current self-regulatory system is deemed by 
many to be fragmented, not well-coordinated, and has a discipline 
function that is not timely and does not contain effective sanctions. 
For example, the AICPA’s disciplinary function is to kick you out 
of the AICPA. Well, I am a member of the AICPA and I am a CPA 
in at least three States, and obviously, I do not want to be kicked 
out of the AICPA. If I get kicked out of the AICPA, and there is 
no requirement to join the AICPA, it saves me some annual dues. 

I would hardly suggest that that is an effective sanction. 

On the other hand, with regard to the State regulatory authori- 
ties, the State boards of accountancies, they have the ability to pull 
my license to practice and pull the certificate of any auditor who 
violates their standards, the so-called nuclear device. But they 
rarely, if ever, use that sanction. As a result, we need to under- 
stand whether or not we have really meaningful sanctions in order 
to provide appropriate checks and balances. 
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With regard to the accounting and reporting model, the current 
accounting and reporting model is inadequate to meet the needs of 
the users and it is not properly aligned with our knowledge-based 
economy in the 21st Century. Accounting must be based on the eco- 
nomic substance of a transaction, irrespective of its form. Addi- 
tional focus is needed in connection with a variety of value and 
risk-related factors inherent in our 21st Century economy. 

In addition, the timeliness and usefulness of current reporting is 
also an issue and additional emphasis needs to be placed on key 
trend and performance-related data. 

Mr. Chairman, with regard to our SEC report, which you have 
so kindly put in the record, in summary, I would say the following. 

There is a growing mismatch between the SEC’s responsibilities 
and their resources. Resources are not just financial resources, they 
are human resources, as well as technological capabilities. There is 
a need for a comprehensive and integrated plan to address these 
matters, focusing on value and risk. The SEC’s human capital chal- 
lenge or people challenge is of particular importance given their 
turn-over rates and the current environment in which they are 
operating. 

It is also critically important that the SEC have a strong, effec- 
tive and credible enforcement function which will include both civil, 
as well as criminal penalties in appropriate circumstances. 

Our current system, as you know, is based largely on civil sanc- 
tions and that is understandable for a variety of reasons. However, 
when people violate the law in ways that could violate criminal 
statutes, it is critically important that there be full accountability. 
You do not have to give very many people wide stripe suits in order 
to send a strong signal. 

In summary, the effectiveness of our current systems of corporate 
governance, independent audits, regulatory oversight, and account- 
ing and financial reporting, which are the underpinnings of our 
capital markets and are designed to protect the public interest, 
have been called into question as a result of Enron and other re- 
cent activities. 

Many of these issues that are being raised have previously sur- 
faced from other business failures and restatements of financial 
statements that significantly reduced reported earnings or equity. 

The results of the forum that we held last week on governance, 
transparency, and accountability identified a range of major issues 
that should be addressed and I have touched on some of those 
today. 

As is usually the case in issues of this magnitude and of this im- 
portance, there is no single silver bullet to quickly make repairs 
needed to the systems that support our capital markets. The funda- 
mental principles of having the right incentives, adequate trans- 
parency and full accountability provide a good sounding board to 
evaluate proposals that are advanced. A holistic approach is also 
important as the systems are interrelated and weak links can se- 
verely strain their effective functioning. 

Finally, Enron’s recent decline and fall, coupled with other recent 
business failures, pose a serious range of systemic risks that must 
be addressed. Effectively addressing these issues should be a 
shared responsibility involving a number of parties, including top 
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management, boards of directors, various board committees, stock 
exchanges, the accounting profession, standard setters, regulatory 
oversight agencies, analysts, investors, and the Congress. 

In the end, no matter what system exists, bad actors will do bad 
things with bad results. We must strive to take steps to minimize 
the number of such situations and to hold any violators of the sys- 
tem fully accountable for their actions. 

Thank you, Mr. Chairman. 

Chairman Sarbanes. Thank you very much. Did you want to dis- 
cuss those charts at all? They are such a large presence in the 
Committee room 

[Laughter.] 

I think we ought to direct your attention to them, if only for a 
few minutes. 

Mr. Walker. Well, I will give you a couple of highlights, Mr. 
Chairman. 

Chairman Sarbanes. All right. 

Mr. Walker. Time doesn’t allow going into a lot of depth. 

You have several different components of our system on which 
the public relies. And it is not just the shareholders, obviously, that 
we are talking about, but it is also the confidence of the investing 
community and a variety of other parties in our capital markets in- 
cluding the key players that have important roles to play. 

There are at least four major elements. You have public regula- 
tion. Public regulation, by and large, is done by the Securities and 
Exchange Commission and by the various State boards of 
accountancies who regulate the license of independent certified 
public accountants to practice. 

A variety of private-sector or nongovernmental type entities are 
involved in providing regulatory oversight. In some cases, they are 
self-regulatory organizations. In some cases, they are professional 
associations like the AICPA. 

With regard to the self-regulatory concept, on the accounting 
side, you have the Financial Accounting Standards Board, which is 
noted on the chart. You also have responsibilities on the audit side, 
which are divided between the SEC, the AICPA, and the Public 
Oversight Board. 

You have other key players which have been alluded to, such as 
the exchanges, who set certain requirements for being listed on the 
exchanges, broker-dealers, and analysts who work for those broker- 
dealers. On the far right, you have our overall corporate govern- 
ance structure, the board of directors, the audit committees, and 
the various sub-entities of the board. 

There are various codes of conduct and requirements that apply. 
Finally, the public accounting firms obviously have interaction with 
a variety of these different parties. 

This chart serves to illustrate, Mr. Chairman, that we have a 
fragmented system. We have a lot of players on the field. Quite 
frequently, there is not adequate coordination. Timeliness is a 
question and also the effectiveness of some of the sanctions when 
there are violations are a real question as well. 

I will give you an analogy real quickly, Mr. Chairman. 
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I used to be the Assistant Secretary of Labor for Pensions and 
Welfare Benefits, the fiduciary responsibility provisions involving 
trillions of dollars and millions of individuals. 

The IRS had responsibility for administering the tax qualifica- 
tion requirements. Their most significant sanction was they could 
disqualify a plan. That would have very adverse consequences on 
employers, on employees, and on a variety of other parties. 

As a result, they hardly ever utilized that sanction for under- 
standable reasons. And so, there was a need for more effective 
sanctions, both civil and criminal, beneath that, in order to make 
the system work. 

The analogy also applies to the State boards of accountancy, in 
the case of the CPA’s, who can pull somebody’s license, but there 
are not adequate enough sanctions and incentives short of putting 
somebody out of business. 

Chairman Sarbanes. I understand that the GAO has recently 
issued an independent standard for Government audits. It says 
that the auditors should not provide both audit services and mate- 
rial consulting services. Is that correct? And could you describe 
those rules and rationale a little more fully? 

Mr. Walker. Mr. Chairman, we have issued something dealing 
with generally accepted Government auditing standards that deals 
with independence. That is the so-called “Yellow Book.” Basically, 
what we have done is we have taken a principle-based approach. 

It is important to note that there are certain types of nonaudit 
services or “consulting services,” that present potential conflicts 
which need to be avoided. However, not all nonaudit or consulting 
services present those types of conflicts. So, therefore, what we did 
was to, through a several year process involving a number of par- 
ties, come up with a proposed standard that first relies on two 
basic principles — that auditors should not perform management 
functions or make management decisions. And second, auditors 
should not audit their own work or provide nonaudit services in sit- 
uations where the amounts or services involved are significant or 
material to the subject matter of the audit. Namely, the subject 
matter on which they are expressing an opinion. 

In addition to that, we provided examples of services that would 
not violate these principles, as well as services that would violate 
them. For example, auditors should not maintain the basic books 
and records on the entity in which they are conducting an audit 
and expressing an opinion. Under the current AICPA standards, it 
is possible for that to be done. We believe that is a fundamental 
conflict and is inappropriate. 

At the same point in time, there are certain types of work that 
auditors can do dealing with the systems of internal controls, et 
cetera, which would be fine for them to do, which could be above 
and beyond the audit. 

To the extent that an auditor does not violate these standards, 
we also have incorporated certain safeguards that would provide 
additional protection not only to shareholders, but also to other 
persons who are relying upon the independent auditor. I think it 
is important to note that our standard does not relate to public 
companies. Our standard relates to audits of Federal Government 
entities and certain entities that receive Federal funds, not to the 
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private-sector entities. That is the responsibility of the AICPA and 
the SEC. We are coordinating with Chairman Pitt and the AICPA 
in hopes of reconciling some of the differences here. 

Chairman Sarbanes. Well, you seem to have set the AICPA off 
because they have now sent out a key alert to all of their constitu- 
ency here. I just want to quote from some parts of it: 

“Thank you very much for your efforts to reach your Member of 
Congress during the President’s Day recess. It is important that 
you contact your Member of Congress again, and contact your Rep- 
resentatives and Senators. 

“As you are aware, Congress continues to focus on the Enron fail- 
ure and its fall-out. More than 30 legislative proposals have been 
introduced so far, with more to come. Many of these bills will not 
move toward enactment and many proposals deal with issues that 
are peripheral to the CPA profession. However, there is one over- 
riding issue that we must be especially vigilant about — the preven- 
tion of a cascade effect if legislation is adopted that is intended 
only to affect public trading companies or their auditors.” 

And then they go on later to talk about the recently issued GAO 
independence standard which applies to Yellow Book audits and so 
forth. Then everyone is urged to communicate with their Senators 
and so forth, about the harmful potential. 

“This issue has the potential of being harmful in more profound 
ways than any issue we have faced. Your help is necessary to de- 
flect it before the public and the profession are adversely affected.” 

That is from the AICPA out to its — I think they call them key 
persons, the action alert team. 

I might note that they have been invited and will be testifying 
before the Committee next week. So, they have an opportunity very 
directly in open session to make these points and we look forward 
to receiving with an open and objective attitude whatever proposals 
they bring. But I just thought it was interesting to see these alarm 
bells being sounded here, and I wanted to get some aspects of this 
into the record. 

Mr. Walker. May I respond real quickly, Mr. Chairman? 

Chairman Sarbanes. Certainly. 

Mr. Walker. First, I think that the AICPA’s statement is clearly 
an overstatement. 

Second, this is not something that GAO started working on as a 
result of Enron. We have been working on it for over 2 years. 

Third, in the profession, there is a tension, the CPA profession. 
And I am a CPA. There is a tension between the professional side, 
which I would argue is the public interest side, and the business 
side or the economic side. 

Reasonable people can differ on where you should draw those 
lines. However, it took decades for the profession to build public 
trust and gain public confidence. It can be lost very, very quickly. 

We believe it is critically important that one of the things that 
has to be addressed is the independence issue and part of the inde- 
pendence issue is what type of nonaudit or consulting services are 
appropriate and which ones aren’t? 

We feel very comfortable that we have struck a reasoned and 
reasonable balance in that regard. But we look forward to working 
with the AICPA and other interested parties to answer a number 
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of questions that have arisen, which is understandable when you 
have a principle-based approach. We cannot answer every situa- 
tion. We are trying to get people to rise up and say, hey, do what 
is right. 

It is what I said before about the idea of are the financial state- 
ments fairly presented in all material respects? It is not just 
whether you check the boxes off. Is the bottom line right? Does it 
pass The Washington Post test? Does it pass the Congressional 
committee test? 

Chairman Sarbanes. We have been joined by Senators Stabenow 
and Bennett. I will yield to them briefly if they have any opening 
comments, and then, Senator Bunning, it is your turn to question. 

Senator Stabenow. 

COMMENTS OF SENATOR DEBBIE STABENOW 

Senator Stabenow. Mr. Chairman, I would just ask that my 
statement be put into the record and I want to thank you again. 
I realize that this may not have the same headlines as when Ken 
Lay and Andrew Fastow come before other committees, but this is 
where I believe the real work will be done in terms of the future 
and what is in the best interests of the American people. 

So, I want to thank you for this continuation of the hearings. 

Chairman Sarbanes. Thank you. 

Senator Bennett, did you have anything? 

COMMENT OF SENATOR ROBERT F. BENNETT 

Senator Bennett. No, thank you, Mr. Chairman, I do not have 
a statement at this time. 

Chairman Sarbanes. Senator Bunning. 

Senator Bunning. Thank you, Mr. Chairman. Let me see if I can 
weed out what you have said and what you haven’t said. 

Your recommendations are for governmental entities. What we 
are really struggling with is recommendations for the private sec- 
tor, their auditors being consultants and auditing the same books 
that they are consulting with, financial consultants. 

I don’t think you can separate 80 percent and let them do 20. In 
other words, I think there has to be a complete separation for the 
public to get the confidence back that was lost with Global Cross- 
ing or Enron, I find it impossible to believe that an analyst for 
First Boston or J.P. Morgan or whoever, would not have knowledge 
that they were in the underwriting group, the selling group, or 
have a financial position in a security. And yet, they are free to 
make a recommendation to buy or sell the stock. 

What are your solutions to that position? In other words, I need 
your help in the publicly-traded companies. 

Mr. Walker. I see, let me start with the auditors first. You are 
correct, Senator Bunning, that our standard only deals with the 
audits of Federal Government entities and entities that receive 
Federal funds. However, we believe the principle-based approach, 
which would say, you must comply 100 percent of the time with 
this principle-based approach, and in addition, to the extent that 
you perform certain nonaudit or consulting services that do not vio- 
late those standards, again, you have to comply with certain addi- 
tional safeguards. 
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We believe that type of approach has the potential to be applied 
in the public company arena, as well as in other arenas in addition 
to the governmental arena. I have already talked to Chairman Pitt 
about it and they are looking at it and considering it as well. 

I have also talked to the head of the AICPA because they pro- 
mulgate independent standards for CPA’s, no matter what type of 
work they do, as well as the State boards of accountancy. They 
have an interest in this. For example, the Texas State Board just 
contacted us within the last couple of days and they might be inter- 
ested in adopting our independence rules in lieu of the current 
AICPA rules because they see them as addressing some of the 
issues that need to be strengthened. 

Senator Bunning. What sanctions would you recommend if you 
think the current standards are inadequate? 

Mr. Walker. I think sanctions are a different issue. I think one 
of the things that you ought to consider with public companies is 
not just what you should be able to do and what you shouldn’t do. 
My belief is that one of the biggest problems we have in the cur- 
rent system is the definition of who is the client? 

I would respectfully suggest that in the case of the external audi- 
tors, the client is the shareholders, not management. The proxy for 
the shareholders would be the audit committee and that you may 
want to consider whether or not the audit committee is the entity 
that ends up making decisions not only on who is going to be rec- 
ommended to be hired and retained as auditors or discharged as 
auditors, but also you may want to consider whether or not the 
audit committee has some role in overseeing these standards. You 
may want to think about whether or not the audit committee 
should receive the resources for the corporation to make sure that 
the right thing is being done by the auditors. 

Senator Bunning. Don’t we have a direct conflict here because 
sometimes, the audit committee is not well informed by the audi- 
tors. Therefore, they have been either lied to or distorted audits, 
audits that are not truthful. And because of the conflict on the 
other side, we have a direct effect of what audit comes out. There- 
fore, the board of directors or the auditors on the board of directors 
that are hired by the audit committee, maybe, are not getting fac- 
tual truth and they have been distorted and lied to by the auditor 
because of the other side of the public-held corporation. 

Mr. Walker. I believe that it is important to have qualified, 
independent, adequately resource members on the audit committee. 
They have to meet all of those standards. They have to be quali- 
fied, independent, and adequately resourced. In certain circum- 
stances, they may need their own staff. They need to have control 
over who is doing the audit and what resources are available for 
that audit to be done. 

I believe that there should be a mutuality of interest between the 
audit committee, who is working for the shareholders, and the 
auditors, who are supposed to be working for the shareholders. But 
in addition to the auditors working for the shareholders in a public 
company, they also hold a public trust because the entire system 
relies upon certain key players to do the right thing. If they do not 
do the right thing, I think they need to be held accountable. 
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Senator Bunning. Accountable, to the point of when they have 
defrauded, that they be brought before the justice system and 
taken care of? 

Mr. Walker. My personal view is that most of the sanctions are 
civil in nature for understandable reasons. But there are appro- 
priate circumstances where criminal sanctions should be imposed. 

Senator Bunning. Thank you. 

Chairman Sarbanes. Senator Dodd. 

Senator Dodd. Thank you, Mr. Chairman. And thank you to the 
panelist. This has been most worthwhile. Mr. Walker, we thank 
you for your work. I have two questions I would like to raise with 
you. I will try to get through both of them in the time we have. 

Your report indicates, as I mentioned in my opening comments, 
that SEC resources are inadequate. That is a point that Senator 
Sarbanes has made. We have talked about this over the past num- 
ber of hearings. The SEC Commissioners have made the point that 
there is significant understaffing and you highlight the reasons 
why. Turnover rates, and I suspect a lot of it has to do with parity 
and pay, just trying to keep accountants and lawyers and analysts 
that are being offered substantial increases in their annual pay to 
leave Government and join private firms, I presume, makes it very 
difficult for people to stay. 

What I would like to get at, if I can with you, is what divisions 
are in most need of additional staff based on your study? Corporate 
finance? Enforcement? The accountants’ offices? I would like to get 
some sense of where the gaps are here in light of the circumstances 
that have occurred. Could you shed some light on that for us? 

Mr. Walker. I would like to have Mr. McCool, the Managing Di- 
rector of the relevant team, come up, who oversaw that work. 

Senator Dodd. Fine. 

Mr. McCool. Senator Dodd, we did not actually 

Chairman Sarbanes. Mr. McCool, why don’t you identify your- 
self, name and position, for the Reporter. 

Mr. McCool. Yes. Thomas McCool, Managing Director of Finan- 
cial Markets and Community Investment. 

Senator Dodd. Mr. Chairman, you cite one example here in the 
report. You say, for example, staffing limitations and increased 
workload have resulted in SEC reviewing a smaller percentage of 
corporate filings and important investment protection functions. 

In 2001, the SEC reviewed about 16 percent of annual corporate 
filings or about half of its annual goal of 30 to 35 percent. That 
would be one area, for instance. 

Mr. McCool. We found that there are issues across the board at 
most of the major divisions at SEC. I think that we did not nec- 
essarily find that one division was more in need or needed more 
resources of a particular type than another. 

I would suggest, however, that I think our work did shed light 
on the fact that probably corporate finance and enforcement are the 
areas where the workload has increased relative to resources in a 
more significant fashion than some of the others. 

Senator Dodd. How about accounting? I was told there are about 
25 to 30 people in the chief accountant’s office. Am I wrong in that? 
Is that number too low? 
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Mr. McCool. I am not actually sure how many are in the chief 
accountant’s office. I am sorry. 

[Pause.] 

That is about right. That is about right, 25. I am sorry. 

Senator Dodd. Mr. McCool, a freshman Congressman has a big- 
ger staff than that. 

[Laughter.] 

Seriously. 

[Laughter.] 

Chairman Sarbanes. Just to show how bad things really are. 

[Laughter.] 

Senator Dodd. It is stunning. That is a stunning number. 

Mr. McCool. Again, I think it also does reflect what we talked 
about earlier, about the role of SEC in the system. One of the 
thoughts would be how you rethink that role, which is part of the 
larger question. 

Senator Dodd. All right. In other words, you are not prepared 
or — some of the examples you cite — what I was looking for was 
some additional information that may not be in the report, where 
you get into specific areas that you would recommend that seem to 
be particularly short. 

Mr. McCool. Again, for reasons of lack of data at the SEC and 
the time constraints to gather original data, we were unable to find 
measures of what were the real impact and where the impact was 
differentially greater for one division versus others. 

Senator Dodd. Yes, Mr. Walker? 

Mr. Walker. Senator Dodd, I would suggest that one of the 
things that needs to be done at the SEC is there is clearly a mis- 
match between what they are being asked to do and the resources 
they have to be able to do it. 

I would assert that there is a need for them to kind of fundamen- 
tally step back and reassess what are they trying to accomplish, 
how do they measure success, to what extent are they relying upon 
some of these other players in order to do things that otherwise 
they might do, to what extent is that reliance justified? 

They need to then come up with what do they think are the ade- 
quate numbers of people that they need in order to discharge their 
responsibilities? 

It is a comprehensive workforce plan linked to their strategic 
plan and their role with regard to the overall system. 

I also think they need to place additional emphasis on tech- 
nology. When you look at the number of filings that they receive 
every year, it doesn’t make any difference how many people you 
have. It is going to be virtually impossible to be able to ever have 
enough people to do what needs to be done manually. Therefore, 
they need to be leveraging technology to a much greater extent to 
identify risk areas that they can focus whatever human resources 
they have on the areas that likely represent the greatest risk. 

We had this problem when I was at the Labor Department where 
we had 900,000 filings every year on pension and other employee 
benefit plans. We had people manually going through them. We de- 
signed and implemented an automated system that helped to lever- 
age those resources to make them more effective. 
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Last, it is not just a matter of how much you pay people, and 
clearly, there is an issue there. It is a matter of on what basis you 
pay people. In other words, obviously, people that have greater 
skills and knowledge and better performance ought to be paid a 
greater amount than other individuals. And I know that Chairman 
Pitt has talked about the need to pay people more. No doubt about 
that, and he needs to get adequate funding to get that done. 

But he has also expressed an interest to try to relook at how peo- 
ple are paid. To what extent would be variable pay versus fixed 
pay? To what extent would it be based on factors other than the 
passage of time and the rate of inflation? 

Senator Dodd. When you were looking at the SEC, to answer 
your own first question, are they doing it? There is a new building 
going up. So there is a new effort here. Are you satisfied that 
they are, in fact, looking at technology to do exactly what you are 
suggesting? 

Mr. Walker. We believe that more needs to be done in the work 
force planning area and the leveraging of technology, given the 
mismatch between what they are being asked to do and what they 
have to do it with. 

Senator Dodd. I will get back. Thank you, Mr. Chairman. 

Chairman Sarbanes. This is an opportune time, I think, to in- 
clude in the record, given this questioning, this article from the 
March 11 Business Week — “Can The SEC Handle All This Scan- 
dal? — Its Chief Enforcer Faces a Swelling Caseload and a Frozen 
Budget.” This obviously bears very much on what Senator Dodd 
has been asking. So, without objection, we will include that article 
in the record. 

Senator Bennett. 

Senator Bennett. Thank you, Mr. Chairman. 

Mr. Walker, welcome to the Committee. We always appreciate 
hearing from you and appreciate the work you do. 

I cannot let the opportunity pass without thanking you and the 
GAO for the work that you have all done on auditing the various 
statements that have been made about the Olympics. We under- 
stand that you are going to do an after-action report once the 
Paralympics are over. We look forward to that. 

Chairman Sarbanes. I think we should congratulate Senator 
Bennett and the Utah delegation for a job well done with respect 
to the winter Olympics. 

Senator Dodd. Mr. Chairman, I actually went out and spent a 
couple of days. My wife’s family is from Utah. 

Senator Bennett. He had the youngest credentialed 

Senator Dodd. The only criticism I have is they made my five- 
month-old daughter be credentialed. 

[Laughter.] 

There are various explosions that she was involved in, but I did 
not think 

[Laughter.] 

The only threat she posed was to her father in that regard, I 
might add. 

[Laughter.] 

But we had a wonderful experience. The people of Utah, the vol- 
unteers, there are a lot of wonderful organizations, but the thou- 
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sands of people who volunteered their time from that State to 
make this happen — that was the most important feature I saw in 
the entire event, the volunteers. So, my congratulations. 

Chairman Sarbanes. Yes. Apparently, their hospitality and their 
grace drew really terrific plaudits, not only here, but also abroad 
as well. 

Senator Bennett. Thank you very much. I appreciate that. As 
I say, Mr. Walker played a role in that, as did his agency. 

I would like unanimous consent to put in the record an article 
that appeared in The Wall Street Journal online, “Listing in a Ma- 
terial World,” by Andy Kessler. 

Chairman Sarbanes. It will be included in the record. 

Senator Bennett. I would like to pursue that with you for just 
a minute, Mr. Walker. Mr. Kessler says we can solve a whole lot 
of these problems if we define more clearly the word materiality. 
What is material and what is not? 

Senator Dodd and I lived through the Y2K experience and 
worked with Arthur Levitt. We tried to get disclosure from compa- 
nies as to where they were with respect to their Y2K preparation. 
We had some resistance from some companies that would say, well, 
we do not have to disclose that because it is not material. And both 
Senator Dodd and I would say, the potential that none of your com- 
puters will work and your entire IT system might shut down is not 
material? 

They said, well, the amount of money that we would spend to fix 
it falls below the percentage threshold of materiality, so we do not 
need to tell you where we are. And Senator Dodd, particularly in 
some of the health care issues, was very aggressive in naming 
those companies that would not tell us where they were. 

It was clearly a material fact with respect to the survivability of 
the firm. Yet because the numbers fit below the percentage thresh- 
old that the accountants would look at, we had some problems. 
Now Arthur Levitt worked with us on that, and there were SEC 
regulations on that and they were very helpful. 

I think the point that Mr. Kessler makes is a good one, and I 
would like your comment on it, that many times, restructuring of 
earnings come about because the original statement is judged to be 
immaterial. 

In Enron, there was a little bit of immateriality here, and a little 
bit of immateriality there. And pretty soon, the old Everett Dirksen 
statement applied — a billion here and a billion there, and pretty 
soon, you are talking about real money. 

So is this something, in your professional judgment, that could 
be pursued with profit to get more transparency in all of these 
statements? 

Mr. Kessler makes another point that I will give you, and then 
I will listen to your response. He said the materiality threshold 
should be voluntary. If I might read from his article, he said, 
“Want to stay at 10 percent? Fine, just tell me. Oh, your stock may 
trade at a lower earnings multiple, though, since no one can trust 
your earnings. Want to claim a 1 percent materiality threshold? 
Great, but you better back it up with all sorts of details about how 
revenues break down, prices, larger customers, and so on.” 
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For his final comment, he said: “Don’t have that much detail at 
hand about your own company? I would get your number-crunchers 
on it real quick. And if you do not want to disclose information, 
stay private, and try borrowing money from your local bank.” 

I think these are very significant observations, and I would like 
your response. 

Mr. Walker. In addition to the issues of who is the client being 
a fundamental question, I think the issue of materiality is also a 
fundamental question. 

Auditors are supposed to focus on the concept of materiality, not 
just in quantitative terms, but also in qualitative terms. Some 
things cannot be translated into numbers, if you will. 

I think the idea of trying to focus more time and attention on 
what is a reasonable definition of that, the idea of trying to couple 
that with additional transparency to the extent that judgment is 
being used, then what are the parameters that individuals have 
chosen as the basis of making that type of judgment, is something 
that is worthy of further discussion and debate. 

Senator Bennett. Thank you, Mr. Chairman. 

Chairman Sarbanes. Senator Miller. 

Senator Miller. I will pass, Mr. Chairman. 

Chairman Sarbanes. Senator Corzine. 

Senator Corzine. Thank you, Mr. Chairman. 

I would like to go through a little bit of this chart, if I could, and 
try to get at the question of who audits the auditors and how that 
would flow through this method of oversight of the current struc- 
ture, and is it with a bias of trying to find out whether it is a clear 
flow of accountability. 

Mr. Walker. Basically, if we focus on public companies, you have 
the SECPS, which is the SEC practice section, which deals with 
public companies. And for firms that audit public companies, a peer 
review must be conducted. 

Senator Corzine. What does the SEC do with regard to 

Senator Dodd. Jon, can you pull that microphone a little closer 
to you? 

Senator Corzine. Can you say what the SEC has to do with re- 
gard to the auditing? Is there any oversight function or is there 
any auditing of the auditors by the SEC? 

Mr. Walker. They have mandated that a peer review be done. 
But they have basically relied upon the Public Oversight Board as 
the entity that would actually oversee the peer review process. The 
Public Oversight Board is an entity that was created through con- 
sultation between the AICPA and the SEC. 

Senator Corzine. The AICPA is a trade association. 

Mr. Walker. A professional and a trade association. It has fea- 
tures of both. 

Senator Corzine. Not publicly-chartered, though. 

Mr. Walker. No, it is not publicly-chartered, that is correct. 

Senator Corzine. And does the POB have peer reviews of every 
audit? 

Mr. Walker. No. Basically, there is a requirement that every 
major firm must have a peer review on a cycled basis. 

Practically, what has happened in the past is that firms hire 
other firms to do that review. 
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Senator Corzine. Every audit or of 

Mr. Walker. No. It is the system. Basically, what is audited 

Senator Corzine. So Enron’s audits were never reviewed on a 
peer-review basis by another auditor. 

Mr. Walker. I cannot comment on whether or not Enron specifi- 
cally was. It has been reported that Enron was not the subject of 
the initial peer review by Deloitte & Touche, which was the firm 
that Arthur Andersen had hired to do their peer review work. And 
since that case was in litigation, I am not sure whether or not they 
subsequently went back and did anything or not. 

My understanding is, no, they did not. 

Senator Corzine, what is important here is whether or not they 
looked at Enron because, by definition, they are going to look at a 
sample of engagements. They are not going to look at every audit. 

Senator Corzine. Sure. 

Mr. Walker. Part of the question is, on what basis are they pick- 
ing the ones they are going to audit? I would assert that one of the 
things that needs to be done, not only by the SEC, but also by the 
self-regulatory organizations, is they need to have a more risk- 
oriented approach to determining which ones are going to be looked 
at, and 

Senator Corzine. You mean like restatements. 

Mr. Walker. Right. What caused them to occur? What are the 
factors and how can that be worked into the oversight process, the 
peer-review process, to minimize, but not eliminate, the possibility 
of it happening again? 

Senator Corzine. Let me get this straight. POB, through its su- 
pervision of the peer-review process, is not looking at an individual 
audit to see whether the operations of that audit are conforming 
with the rules and regulations. 

To try to pick an analogy, it is not the same thing that you would 
see from the New York Stock Exchange coming in and looking at 
a broker-dealer firm to see whether you were complying with cap- 
ital adequacy rules. 

Mr. Walker. No. The individual firms that — for example, it is 
my understanding that Arthur Andersen hired Deloitte & Touche. 
Deloitte & Touche is conducting the peer review on Arthur Ander- 
sen. That involves looking at their overall system and it also in- 
volves them selecting a number of engagements that they would 
end up testing. And the POB ends up overseeing the process at a 
higher level, typically not down to the individual engagement level. 

Senator Corzine. First of all, what is the output of those re- 
views? Are there any disciplinary or correcting recommendations 
that come from that process? And are they public? 

Mr. Walker. There are reports that are issued — in fact, if you 
do not mind, Senator Corzine, I would like Bob Gramling, who is 
our expert on all the details here, to come forward. He has done 
the most recent work here and I know there have been some recent 
changes. So, I would like to have the benefit of his thoughts, if at 
all possible. 

Mr. Gramling. I am Bob Gramling, and I am a former GAO em- 
ployee of 30-some years who retired 2 years ago as the Director of 
Corporate Financial Audits. I have come back to help the GAO on 
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a consultant basis here in doing some of this work related to the 
accounting profession. 

The peer review results in publicly-available reports. Also there 
is another entity within the SEC practice section that is called the 
Quality Control Inquiry Committee. We did not put all the alpha- 
bet soup on here because the poster board just wouldn’t be large 
enough. 

Chairman Sarbanes. And the room wouldn’t be large enough for 
the poster board. 

[Laughter.] 

Mr. Gramling. The Quality Control Inquiry Committee also 
looks at the results of peer review and deals at the firm level with 
necessary corrections or, I should say, enhancements that may be 
necessary to their internal quality control and assurance system to 
make sure they are living up to the required standards. In addi- 
tion, the Committee will look at individual performance in terms 
of relationship to complying with the auditing standards. The firm 
will be given a plan of action to address those weaknesses. 

There is, though, no disciplinary function there on individual 
members. If an issue like that were to arise, then that particular 
case where there is, say, legal action involved in terms of a legal 
suit, an alleged audit failure, the discipline of the individual mem- 
bers involved, is handled in another place within the AICPA — the 
Professional Ethics Executive Committee. 

Senator Corzine. The SEC does not have disciplinary responsi- 
bility, nor has it delegated disciplinary responsibility directly. It is 
a self-initiative of the AICPA. 

Mr. Gramling. Well, that is correct in actions initiated by the 
self-regulatory system. The SEC does provide oversight over the 
Public Oversight Board, as well as annually picking certain peer 
reviews and selective work papers and actually looking at those 
from its own standpoint of whether the peer review system is 
measuring up. 

Senator Corzine. Have there been any significant disciplinary 
actions that are the outgrowth of the SEC’s review of the peer re- 
view system? 

Mr. Gramling. I would say the significant disciplinary actions 
result from the filing of lawsuits. 

Senator Corzine. Thank you. 

Chairman Sarbanes. Senator Stabenow. 

Senator Stabenow. Thank you, Mr. Chairman. 

Thank you, again, Mr. Walker for being here, and members of 
your staff. I appreciate your service. It was important to hear from 
you last week in the Budget Committee and I hope our Federal 
budget will have the same credibility that we are asking of others. 
So, we have some real challenges ahead of us. 

In your testimony, you talk about the accounting industry need- 
ing to create the right incentives to protect the public interest. And 
part of what we are talking about really is cultural. I am won- 
dering at this point what your feeling is about the culture of cor- 
porate America. We have heard from others about the incentives 
right now, the short-term incentives. And I am wondering if you 
could comment about the culture of corporate America that does or 
does not allow dissent. 
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I have real questions about whether or not the culture involved 
right now allows dissent, or whether earnings management and in- 
terest in the short-term profits of the day will win out at this point 
in time. I know that this is not easy to change. But if we are talk- 
ing about a large measure of private-sector regulation, it seems to 
me that there has to be the right incentives to protect the public 
interest. I wondered if you would speak to this challenge and what 
you think we should do about it. 

Mr. Walker. There is a major challenge at the present point in 
time in that there is a real emphasis on short-term results. The 
market, to a great extent, has penalized entities who have not hit 
projected earnings. 

Although, let’s face it, management has the responsibility to 
come up with what those projected earnings are. There has been 
a feeling that one has to continue to show growth or profitability 
in order to continue to grow stock price and shareholder value. 

I think that, as I mentioned before, there are some cultural chal- 
lenges here. One of the key things that has to be focused on is who 
is the client? What role do each of the respective parties play in 
trying to make sure that there are adequate checks and balances 
in the system to make it work? Also certain other definitions such 
as what is materiality and what is the proper materiality format? 

I think the short-term focus is a problem. I think it is a problem, 
quite frankly, in the public sector, too. At the Budget Committee 
hearing last week, we talked about how we look short-term versus 
how we look long-term. What are we going to do to provide ade- 
quate incentives, transparency, and accountability to make sure we 
don’t be overly short-term focused in the public sector as well. 

Senator Stabenow. I agree with that. In your testimony you talk 
about the fact that Enron’s November 2001 8-K filing restating its 
earnings acknowledges the fact that their financial reports from 
1997 to 2002 did not follow Generally Accepted Accounting Prin- 
ciples and therefore, could not be relied upon. 

Now given the fact that this was a bad-faith reporting by Enron 
and it had such a devastating impact on so many thousands of in- 
dividuals and, frankly, the confidence in the whole system at this 
point, should Congress consider creating penalties for corporate 
leaders or auditing firms who misrepresent earnings? 

On the other hand, how might we balance such penalties with 
the need to encourage timely and honest updates on previous ac- 
counting misrepresentations or mistakes? 

Mr. Walker. My personal view is I think that there are actions 
that need to be taken by a variety of parties, many of which do not 
require legislation. 

You have the SEC, who can do certain things on its own. You 
have the self-regulatory entities that have the ability to make cer- 
tain changes. You have the stock exchanges that have the ability 
to make certain requirements in order to be listed or continue to 
be listed, if you will. 

You have some of these fundamental definitions that I think, 
quite frankly, would be difficult to legislate, but need to be ad- 
dressed, like who is the client and what is materiality? 

I do think that there are possibilities for the Congress to be in- 
volved in certain ways, including to try to make sure that there is 
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adequate transparency in certain critical areas and that there are 
adequate penalties if people violate their responsibilities. 

Frankly, we would have to do a lot more work for me to get to 
a level of specificity with regard to what we think the Congress 
might want to consider doing in that regard. In part, I think it de- 
pends upon what others do. In other words, do you want the Con- 
gress to be the first resort or do you want to see if others do what 
they should do and then, if they do not, then take action? 

I think we need to work at this in a coordinated manner. 

Senator Stabenow. Thank you. 

Senator Dodd. Mr. Chairman, may I ask one more thing? 

Chairman Sarbanes. We could keep the Comptroller General 
here obviously all day. And since we have him here in town and 
fairly easily available to follow up with, I do want to get the other 
panel on, a majority of whom have come from out of town. But I 
will yield to you. 

Senator Dodd. Just quickly because I did not realize you were 
a CPA, Mr. Walker, until you mentioned it in your comments here. 

Mr. Seligman will be testifying shortly, and I recall him saying, 
and I am paraphrasing, that the historical calamity of 1929 in- 
volved 1.2 percent of the population that owned shares in public 
companies. Today, roughly 50 percent of the American public do in 
one form or another. And so, when you face an Enron kind of situa- 
tion, you get a sense of the magnitude we are talking about. 

Which raises the question, without getting into the specifics, and 
I understand that you cannot do that, but I wanted you to, just for 
a minute, take off your GAO hat and answer the question that in 
a sense has been referenced both by Senator Corzine and Senator 
Stabenow, and that is who arbitrates for the public, in a sense, 
when you have an Enron-type of calamity? 

Just a reaction here to the notion of an independent regulatory 
organization rather than a POB over here that has raised some 
serious concerns about the independence. What is your reaction to 
that, as a CPA now, about having an independent regulatory body 
rather than this Public Oversight Board? 

Mr. Walker. Without getting into a lot of detail, I can tell you 
that I believe that steps need to be taken to increase the inter- 
action between the green and the yellow, for there to be more green 
involvement in order to deal with the public interest aspects of 
what CPA’s are responsible for. 

Senator Dodd. Okay. 

Mr. Walker. It is more than just the shareholders. But there is 
the public interest aspect as well. 

Senator Dodd. That is what I meant by the public. I did not 
mean just the shareholder because when 50 percent of the Amer- 
ican public are engaged is, I think it is the point that Professor Sel- 
igman makes, which is a dramatic point, the 1.2 percent in 1929 
versus 50 percent today, that there is a lot more at stake in this — 
public confidence and trust, and who does arbitrate at that par- 
ticular point on behalf of the public, speaking just beyond the 
shareholder interest. 

Mr. Walker. Exactly. 

Senator Dodd. In other words, we need more green on that chart 
than yellow. 
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Mr. Walker. Or at least interaction between the green and the 
yellow. The green needs to play a more significant role than it does 
right now. And while, obviously, not everybody owned Enron stock, 
the fact of the matter is a significant percentage of the American 
population owns some stock, and their question is — is that me, but 
for the grace of God? What about the stocks that I own? And that 
is where you deal with trust and confidence as a system as a 
whole, rather than just 

Senator Dodd. And investigating. 

Mr. Walker. Exactly. 

Senator Dodd. Thank you, Mr. Chairman. I apologize. 

Chairman Sarbanes. Well, Mr. Walker, we thank you very 
much. A great deal of work has gone into these reports and we will 
work through them very carefully. We look forward to coming back 
to you and your associates about them as we continue to probe this 
matter and as we address seeking systemic and structural changes. 

Mr. Walker. Thank you, Mr. Chairman. A lot of good people con- 
tributed to this and I appreciate your interest. 

Chairman Sarbanes. We understand that. Thank you. 

Now, we will turn to our next panel, if they would come forward 
and take their seats at the table. 

[Pause.] 

Before turning to the panel, I just want to reiterate a point that 
I made previously. It is my own very strongly held view that the 
Administration should be seeking now a supplemental budget for 
the SEC. I think the SEC clearly does not have adequate resources 
to deal with the challenge that confronts them. Maybe they should 
re-study their mission and all the rest of it as some people have 
suggested. But in the very short run, they need to get at it. 

They are losing skilled and expert staff because of the failure of 
the Administration to do the pay parity, which was part of the leg- 
islation that this Committee reported out and that was passed. 
They have a number of positions down there that aren’t filled. They 
have a great deal on their plate, as this Business Week article 
noted when it raised the question, “Can the SEC handle all this 
scandal?” 

While we work through to get these systemic and structural 
changes, immediately the SEC, it seems to me, should be enhanc- 
ing its capacity. 

Now, we have written to the President urging that they address 
this budget situation. I intend to repeat that request. But it seems 
to me that they should be in to the Congress with a supplemental 
request with respect to their budget to get on about the task. 

Our concluding panel this morning has three very able and dis- 
tinguished people on it, Robert Glauber, who is the Chairman and 
Chief Executive Officer of the NASD, a self-regulatory organization 
for securities broker-dealers. Mr. Glauber was Under Secretary for 
Finance at the Treasury Department from 1989 to 1992. He was 
the Executive Director of the Brady Commission Task Force which 
studied the 1987 stock market crash and had a very distinguished 
academic career on the faculty at the Harvard Business School, 
and also at the Kennedy School of Government. We are very 
pleased to have him back with us. 
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Professor Joel Seligman, who is Dean of the Washington Univer- 
sity School of Law in St. Louis. Actually, Professor Seligman joined 
with Professor Coffee in the classic textbook on securities law, 
called “Securities Regulation.” He has also written a number of in- 
teresting books, including this one — “The Transformation of Wall 
Street” — we will put a plug in for your publisher here. 

[Laughter.] 

Then Professor John Coffee, who has been a very distinguished 
professor of law at Columbia Law School, where he has taught 
since 1980. Professor Coffee is also on the SEC’s Advisory Com- 
mittee on the Capital Formation and Regulatory Processes, and on 
the legal advisory boards of the NASD and the New York Stock 
Exchange. 

Both Professor Seligman and Professor Coffee have been very 
active in various professional bodies dealing with the financial 
markets, securities laws, corporate governance, and finance. 

We are very pleased to have this panel with us today. 

I think, Mr. Glauber, we will start with you and we will just go 
right across the panel, and Professor Coffee can conclude the testi- 
mony this morning. 

STATEMENT OF ROBERT R. GLAUBER 
CHAIRMAN AND CHIEF EXECUTIVE OFFICER 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 

Mr. Glauber. Thank you, Mr. Chairman. I will read a short 
statement and then I would request that my full testimony be en- 
tered into the record. 

Chairman Sarbanes. Your full statement will be included in the 
record. 

Mr. Glauber. Thank you. 

Mr. Chairman and Members of the Committee, thank you for 
this opportunity to testify on the vital, troubling and timely issues 
of investor protection and accounting regulation revealed by the 
collapse of Enron. 

Let me begin with a quick overview of the NASD — because who 
we are bears directly on both the substance of what I will be saying 
and on the usefulness of the private-sector self-regulatory model 
that we embody. 

The National Association of Securities Dealers is not a trade as- 
sociation, but rather, the largest self-regulatory organization, or 
SRO, in the world. Under Federal law, every one of the roughly 
5,500 brokerage firms and almost 700,000 registered representa- 
tives in the U.S. securities industry comes under our jurisdiction. 

For more than six decades, our mission and our mandate from 
Congress has been clear — to bring integrity to the markets and 
confidence to investors. We do this by writing rules to govern the 
conduct of brokerage firms and their employees, licensing industry 
participants, and maintaining a massive registration data base of 
brokers and firms, educating our members on legal and ethical 
standards, examining them for compliance with the NASD rules 
and the Federal securities laws, investigating infractions, and dis- 
ciplining any members who fail to comply. 

A professional staff and independent governance provide needed 
expertise and indispensable credibility. And the standards we set 
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are not mere trade group best practices, but enforceable regulatory 
requirements. 

As detailed in my written statement, the NASD’s history is to a 
large degree the history of successful self-regulation in the United 
States. Every brokerage firm in the country that does business 
with the public must, by law, be a member of the NASD. With a 
staff of 2,000, 15 district offices, and an annual budget of some 
$400 million, we touch virtually on every aspect of the securities 
business and monitoring all trading on Nasdaq and on selected 
other markets. 

By providing this layer of private-sector regulation between the 
SEC and the industry, the NASD is not only a guardian for inves- 
tors, but also a bargain for taxpayers. If we did not exist, the SEC 
would have to increase its budget by roughly two-thirds and its 
staff by about half, just to pick up all the regulatory duties now 
performed by the NASD. 

It is little wonder that Congress and the SEC throughout the 
years have repeatedly identified securities industry self-regulation 
as a national asset worth preserving and enhancing. Of course, our 
evolution has not been without its false steps. 

In 1996, the SEC, in its Section 21(a) report, criticized the NASD 
in part for putting its interests as the operator of Nasdaq ahead 
of its responsibilities as the regulator of the entire industry. The 
NASD responded promptly by carving out NASD regulation and 
Nasdaq as two distinct corporate entities with separate boards, 
management, and staff. And since then, we have spun off Nasdaq 
entirely, selling our last 27 percent stake in the company earlier 
this year. 

As a result, NASD over the past half-dozen years has returned 
to its regulatory roots with greater independence, resources, and 
focus than ever before. And I believe that we are in a unique posi- 
tion to contribute to the vital national discussion this Committee 
is helping to lead on how to strengthen investor protection by im- 
proving accounting industry regulation. 

Given the limited time, Mr. Chairman, I think the best way for 
me to do that quickly is to identify the attributes that are key to 
the NASD’s effectiveness from which I have sought to derive some 
first principles for successful private-sector regulation. 

An essential ingredient of the NASD’s success is independent, 
strong governance. At least half our board of governors comes from 
outside the securities industry and our large, experienced, profes- 
sional staff is not beholden in any way to the industry. 

The NASD’s benefits from the combined ability to write rules, 
examine for compliance, and provide tough enforcement, all under 
one roof. This consolidation of the industry’s chief regulatory func- 
tions reinforces our authority, competence, and credibility. 

Our governing structure also relies on parties that have the right 
incentives to insist upon market integrity and investor confidence. 

Our board includes representatives of the public, corporate 
issuers, and institutional investors, as well as brokerage firms that 
make up our membership. The beauty of this system is that all of 
these interests, including the brokerage industry, want markets 
that investors will recognize as fair, efficient, and safe. 
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This leads to our next key attribute, which is assured funding, 
from that part of the private sector having the greatest interest in 
our effectiveness. The right people pay for the NASD’s services. 
Namely, the brokerage firms who know that market integrity leads 
to investor confidence, which is good for their business. 

This steady and sufficient funding means that we can afford the 
sophisticated technology, techniques, and infrastructure it takes to 
regulate a fast-charging, technology-intensive industry. NASD’s 
technology budget alone is $150 million per year. No private-sector 
regulator can succeed without sufficient ways and means. 

Next, I cannot overstate the importance of the NASD being em- 
powered to discipline our members with tough public sanctions. 
Last year, we brought more than 1,200 disciplinary actions result- 
ing in over 800 expulsions or suspensions from the industry. 

It is a big stick — the ability to bar someone from earning a liveli- 
hood in their chosen field. 

In an average year, we levy well in excess of $10 million in mon- 
etary sanctions. Already this year, acting jointly with the SEC, 
NASD sanctioned Credit Suisse First Boston $50 million for viola- 
tions relating to its allocation of hot IPO’s. 

I should contrast this with the accounting industry where no Big 
5 firm has ever failed a peer review conducted by another. 

The lesson is clear — strong private-sector regulation leads to one 
serious body keeping its industry clean. Weak private-sector regu- 
lation leads to one hand washing the other. 

Of course, with authority comes responsibility. Just as our mem- 
bers are accountable to the NASD, so are we accountable to the 
SEC. Strong oversight by governmental regulators protects inves- 
tors by ensuring that someone is watching the industry watchdog. 

Mr. Chairman, this is not the time and it is not the place to pre- 
scribe in detail what a new regulatory regime for the accounting 
industry might look like. But based on our experience in the securi- 
ties industry, the question can fairly be asked whether a private- 
sector regulator could help restore confidence in the accounting 
industry and if so, what are its essential characteristics? 

First, the threshold question. 

It is my judgment that if properly designed, a new private-sector 
regulator can make a major contribution by tapping industry re- 
sources and insights not available to the Government. To get the 
best of both worlds, however, these advantages should be matched 
with tough SEC oversight under the watchful eye of Congress. 

So the question becomes how best to obtain these potential bene- 
fits. To do so, the new body would need to follow these essential 
features. 

One, a new private-sector regulator should be an independent 
organization with a sizable professional staff and with sufficient 
technology and infrastructure to stay apace of the accounting pro- 
fession. It should seek maximum industry input consistent with 
maximum industry accountability. 

Two, it should have a strong mandate from the Government that 
sets its structure and empowers its enforcement arm with full au- 
thority to discipline the industry. And it should bring under one 
roof as many of the essential regulatory functions outlined earlier 
as is feasible. 
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Three, it should have a governance structure based on enlight- 
ened self-interest. Namely, the need for effective auditing to 
produce numbers that investors can rely on and markets can trust. 
This implies a board with many of the same parties as the 
NASD’s — reputable corporate issuers who want their financial 
statements to carry weight, institutional investors, broker-dealers, 
and the public. Accountants should be a small minority. 

Four, it should have assured funding from some of these same 
self-interested parties, especially those with the biggest stake in 
the success of the system. Good candidates might be issuers, 
broker-dealers, and certainly, since they have a major stake in the 
credibility of their audits, the accounting firms themselves. 

Finally, the private-sector regulators should be subject to strong, 
appropriate oversight from the SEC and from Congress. 

Mr. Chairman, I am convinced that even in the accounting indus- 
try, where self-regulation has suffered a bad name, there is a vital 
role to be played by private-sector regulation. Clearly, shaping such 
a system represents a great challenge, but the benefits to be gained 
are even greater. 

The NASD and I stand ready to help in any way we can. 

Thank you. 

Chairman Sarbanes. Thank you very much. 

Professor Seligman. 

STATEMENT OF JOEL SELIGMAN 

DEAN AND ETHAN A.H. SHEPLEY UNIVERSITY PROFESSOR 
WASHINGTON UNIVERSITY SCHOOL OF LAW IN ST. LOUIS 
PUBLIC MEMBER, AMERICAN INSTITUTE OF CERTIFIED 
PUBLIC ACCOUNTANTS PROFESSIONAL ETHICS 
EXECUTIVE COMMITTEE 

Mr. Seligman. Mr. Chairman, I would ask that my statement be 
entered into the record. 

Chairman Sarbanes. Your full statement will be included in the 
record. I want to thank all three witnesses for the obvious work 
and effort that went into these prepared statements. We appreciate 
that very much. 

Mr. Seligman. Let me paraphrase a little bit of the statement 
and emphasize certain points. 

First, we have the most successful securities markets in the 
world at this point, which have just been through an extraordinary 
period where the aggregate worth of securities traded increased 11- 
fold, between 1981 and 2000. Senator Dodd suggested nearly half 
of American households today own stock. The challenge before this 
Committee is to maintain and, indeed, strengthen, that level of 
confidence in our securities markets. 

Second, it is worth remembering that most of the people in the 
securities industry, in corporations, and in accounting are honest, 
hard-working, decent people. But Enron and related cases have 
powerfully reminded us that even a small number of dysfunctional 
firms can provide enormous challenges to confidence in our system. 

Third, it is very, very important to appreciate how complex the 
relevant regulatory systems involved are. Professor Coffee and I, as 
was mentioned, coauthor a casebook which has an 1,800-page sup- 
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plement, which includes SEC statutes, rules, and forms today. It 
doesn’t so much grow, as metastasize from year-to-year. 

[Laughter.] 

It is very constructive for Congress to play a leadership role here. 
But it will be important to recognize that the SEC can be terribly 
important in filling in the details and carrying out the mission you 
prescribe to them. 

I want to highlight the mandatory disclosure system which fo- 
cuses on the SEC’s disclosure requirements, auditing and account- 
ing. I also agree with the point made by Senator Sarbanes that 
among the most critical needs at this moment is to address a 
veritable crisis in the SEC’s budget. 

It seems to me when you look at the Enron case, the two most 
sobering aspects of it are that the SEC last examined an Enron an- 
nual report called Form 10-K in 1997, in spite of the fact that this 
was a firm that quadrupled in size between 1996 and 2000, and for 
a variety of reasons, should have received some attention. 

I am very concerned that we are meeting at a time when the Of- 
fice of Management and Budget has recommended, in effect, a flat 
budget for the SEC next year. 

The SEC only desperately needs more staff, but you have to focus 
on the pay parity issue. That is, how do you hold onto the very best 
of the staff? It is the SEC employees who have been there 3 years 
who you can keep up to 10 years, who are the key, I would submit, 
to strengthening the Division of Corporation Finance, strength- 
ening the Division of Enforcement, and strengthening the Office of 
Chief Accountant, all of which are vitally necessary now. 

With respect to the specific issues before you, I think the focus 
of this Committee has devoted to accounting standard setting and 
auditing is particularly appropriate at this time. 

Accounting standard setting, which is currently administered by 
the private organization, Financial Accounting Standards Board, 
should be sharply questioned at this moment. The notion that 
transactions as obviously material in retrospect, as the off balance 
sheet transactions that Enron and other corporations engaged in, 
were not required to be disclosed in financial statements or notes. 

I would submit to you, in looking at the Financial Accounting 
Standards Board, as former SEC Chairman Levitt so aptly recog- 
nized, the big challenge is independence. How do we create a FASB 
or a new similar Financial Accounting Standards Board which can 
both focus on how one articulates a fair presentation of financial 
data and deals with the many detailed standards. And the bottom 
line, I would submit to you, the key here, as will often be in your 
investigations, is money. You cannot expect a FASB to operate in 
a truly independent way without a more assured source of funds 
than the FASB currently has. 

I would encourage you to explore means to legislate some user 
or accounting firm fee system that will provide to the FASB, or 
whatever the standard setting is called, true independence. 

Enveloping the Generally Accepted Accounting Principles that 
the FASB develops is the SEC mandatory disclosure system. This 
too deserves to be under sharp question today. One must ask, how 
could financial reporting practices sufficient to bankrupt the sev- 
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enth largest industrial firm in this country, so long go undisclosed? 
Is this simply an isolated instance of bad disclosure practices, or 
is Enron suggestive of more systematic failure? 

The SEC, under its current chairman, to its credit, has begun to 
grapple with the latter, more disturbing possibility. In the last few 
months, it has issued cautionary releases in areas like pro forma 
financial statements, selection and disclosure of critical accounting 
policies and practices, and the management, discussion and anal- 
ysis item. I would urge, however, much more needs to be done. 

The last time the SEC systematically reviewed its corporate dis- 
closure system was in the mid-1970’s when commissioner, and then 
private citizen, A1 Sommer led an advisory committee on corporate 
disclosure. It examined the great disclosure issues of the day. 

A similar systematic approach is now well overdue. It should 
focus not only on SEC’s requirements, but also on their link to ac- 
counting and auditing. 

At its core, Enron involved an audit failure. The outside auditor 
in that case both appeared to operate with significant conflicts of 
interest and to have been far too beholden to a highly aggressive 
corporate management. Several aspects of the Enron audit failure 
deserve particular focus. 

First, I would urge, and here I support the testimony that Mr. 
Walker gave earlier, it is time for a new auditing self-regulatory 
organization to be created. It should replace not just the Public 
Oversight Board, but also a positively Byzantine structure of ac- 
counting disciplinary bodies which generally lack adequate and as- 
sured financial support, clear and undivided responsibility for dis- 
cipline, and an effective system of SEC oversight. 

The success of such a new auditing SRO will be in careful atten- 
tion to detail. I would particularly recommend a legal structure 
similar to that in Sections 15(a) and 19 of the Securities and Ex- 
change Act which apply today to securities associations such as the 
NASD and other self-regulatory organizations in the securities in- 
dustry, and address in some detail such topics as purposes, powers, 
and discipline. 

Second, a clear scope provision articulating which auditors 
should be subject to the new auditing SRO and a mandate that the 
auditors be subject to the SRO. 

Third, a privilege from discovery of investigative files to facilitate 
auditing discipline during the pendency of other Government or 
private litigation. 

Part of the reason auditing discipline doesn’t work very well now 
is it is often held in abeyance while the SEC or the Justice Depart- 
ment pursues a case. It is strikingly different than the more appro- 
priate ways in which the NASD and the New York Stock Exchange, 
among others, look at such cases. 

Crucially, the new SRO’s should be permitted, subject to SEC 
oversight, to adopt new auditing standards that can evolve over 
time. These rules would be limited by SEC rulemaking and, of 
course, Congressional legislation. 

As with the accounting standards body, a key question involves 
funding. To effectively operate over time, any new auditing SRO 
must have an assured source of funding. The most logical basis of 



533 


such funding may prove to be a Congressionally mandated fee on 
covered auditing firms. 

The new SRO should draw on the expertise of the accounting 
profession to ensure technical proficiency, a supervisory board with 
a minority of industry representatives, and a majority of public 
representatives may prove to be an appropriate balance. The chair 
of such board, however, I would recommend should be a public 
member. 

I believe the most significant issue may prove to be who conducts 
periodic examinations and inspections of auditors. To paraphrase a 
classic adage — who will audit the auditors? 

I would urge serious consideration be devoted to replacing peer 
review with a professional examination staff in the new auditing 
SRO. Peer review has been to some degree unfairly maligned. But 
even at its best, it involves competitors reviewing competitors. The 
temptation to go easy on the firm you review lest it be too critical 
of you is an unavoidable one. While the inspection and examination 
processes of the New York Stock Exchange and the NASD are not 
panaceas, they suggest a workable improvement. 

Finally, it may prove particularly wise to statutorily replicate 
Section 15(b)(4)(e) of the Securities Exchange Act which can impose 
liability on a broker-dealer who has failed reasonably to supervise. 
Particularly in firms with as many offices as the leading auditing 
firms, a clearly delineated supervision standard strikes me as vital 
to effective law compliance. 

A separate, not mutually exclusive, approach would be to require 
mandatory rotation of auditors at specific intervals such as 5 or 7 
years. I thought that you received thoughtful testimony from the 
former SEC Chairman Harold Williams on February 12. 

I would particularly emphasize, however, the SRO as the most 
constructive element, if you will, to emphasize. 

Third, particular attention has been devoted to the wisdom of 
separating accounting firm audit services from consulting. One 
early result of Enron has obviously been an acceleration of this 
process by voluntary means in the Big 5 accounting firms. 

Congress or the SEC should consider whether a statute or regu- 
lation should require such separation and if so, how best to define 
which consulting services and which accounting firms should be 
subject to the new law or rule. 

Finally, a key reform of the 1970’s — the board of directors audit 
committee — has been sharply criticized for its ineffectuality. I was 
particularly struck by the testimony of the former SEC Chairman 
Roderick Hills at your February 12 hearing. He concluded with rec- 
ommendations that I strongly urge you to consider to find ways to 
strengthen the independent audit committee, to find ways to create 
an independent nominating committee with the authority to secure 
new directors and to appoint all members of the audit committee, 
and crucially, that audit committees be solely responsible for the 
retention of auditing firms and be responsible for the fees paid. 

Thank you, Senator Sarbanes. 

Chairman Sarbanes. Thank you very much. It was a very help- 
ful statement. 

Professor Coffee. 
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Mr. Coffee. Thank you, again, Mr. Chairman, and I want to sec- 
ond enthusiastically everything that I have heard on this panel. 

I, however, am going to cover a slightly different topic. In my 
prepared remarks, I also go at length through the structure of an 
SRO for the auditing profession and I think that is one of the most 
important things that is before your Committee. But I want to talk 
about the securities analyst, because I think that has received less 
attention. Let me start with a simple comparison. 

Analysts and auditors basically are very much alike. They both 
are in the business of serving investors as watchdogs who examine 
and verify financial information. What is sauce for one should be 
sauce for the other and it is noteworthy that we already have an 
SRO covering the analyst in the NASD, and that is an argument 
for why the other body, the auditor, should be similarly regulated. 

Let me take this comparison further. 

I think it is true to say, difficult as it will be to accept, that both 
the auditor and the analyst are compromised by the unavoidable 
fact that they receive their compensation from those that they are 
supposed to watch. That is simple but fundamental. It means that 
there is going to be an inherent conflict always. And in both the 
cases of the analysts and the auditors, something significant and 
relatively invisible happened during the decade of the 1990’s. 

Let me give you just two statistics and then I won’t bore you 
with statistics. From 1990 to 1997, earnings restatements were 
fairly flat and level and they averaged 49 times a year, publicly- 
held companies restated their prior earnings. In 1998, that number 
soared to 98. Then in 1999, it went to 150; and in 2000, it went 
to 156. That is an over 300 percent rise in just a 2 to 3 year period. 
Something lies behind that spike because earnings statements are 
something that companies bitterly resist. They are both painful, 
embarrassing, and they will trigger often litigation and SEC inves- 
tigations. But, suddenly, they spiked. 

Let me return now to the analyst. There is a study by Thompson 
Financial, which runs the First Call service, that finds that the 
ratio of buy recommendations to sell recommendations increased 
from 6 to 1 in the early 1990’s, to the now-proverbial 100 to 1 by 
2000. 

I personally do not put great weight on what the number is. It 
is the fact that there was this very rapid change over the decade 
that again suggests to me that in the case of both of these watch- 
dogs, there was an increasing problem from conflicts. 

And my generalization would be that both the analyst and the 
auditor became more compromised by conflicts of interest as the 
decade wore on. In the case of the analyst, let me give you again 
some studies because we all talk about Enron, but to the social sci- 
entist, Enron is just one data point, vivid and tragic though it be. 
But there is a lot more data points that suggest there is a perva- 
sive problem. 

With regard to the research securities analyst, there is a study 
by McHaley & Wolmack that finds that the long-run performance 
of firms recommended by securities analysts who were associated 
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with an underwriter were significantly worse than the long-run 
performance of firms recommended by analysts who were inde- 
pendent of any underwriter. And this was a broad data sample. 

By the way, they also found that the market knows this. The 
market responds much more positively to a buy recommendation 
from an independent analyst than from an analyst who is affiliated 
with an underwriter. They tend to discount those recommendations 
greatly. So the market knows something and I think it is based on 
real evidence. 

Another study by CFO magazine finds that analysts who work 
for full-service investment banking firms, firms that provide under- 
writing services, tend to make earnings forecasts that are 6 percent 
higher on average than analysts who work only for independent 
firms that do not do underwriting, and these affiliated analysts 
tend to have 25 percent more buy recommendations than analysts 
who again are not associated with any full-service brokerage firm. 

There is more research — I won’t bore you with it — but the com- 
mon denominator in these and other studies is just what you would 
intuitively expect. Conflicts of interest count and analysts and 
auditors tend to become compromised by these conflicts, meaning 
that the analyst who is associated with an underwriter tends to be- 
have differently and more deferentially toward companies that are 
their clients than independent analysts behave. 

That is one line of research. There is one other line of research 
I want to point you to. 

A lot of studies have shown that analysts are frequently pres- 
sured and intimidated basically to cause them to temper negative 
research reports or not to make changes that downgrade earnings 
forecasts. Sixty-one percent of all analysts surveyed, one fairly 
large study, said that they had personally experienced threats of 
intimidation by representatives of management of a client that 
they had surveyed and did a negative report on. Twenty percent of 
all CFO’s in a study cited by former SEC Acting Chairman Laura 
Unger, self-reported that they had made complaints to brokerage 
firms about analysts who put out negative research and asked that 
broker be somehow disciplined. 

Early in their career, the typical analyst learns that negative re- 
search reports can be hazardous to your health and many analysts 
learn that, therefore, they had better be very cautious and better 
temper what they say. The truth suffers in that process. 

Now what regulatory response is appropriate given this descrip- 
tion of current reality? 

In part, this depends on what the self-regulators are already 
going to do. The NASD has posed, I think, a very sensible, sound 
rule, Rule 2711, which has just been proposed, which would try to 
change some of the internal structure so that analysts no longer re- 
port or are responsible to and no longer clear research reports with 
the investment banking side of the firm. 

All of that is desirable. There are a number of exceptions and 
qualifications in these rules and how this will play out in practice, 
it is a little too early to predict. But I would have to tell you that, 
much as I would endorse Rule 2711, it is not going to be a complete 
solution to the problem. Analysts will always know who is paying 
their salary and it is the deal side of the firm. Thus, analysts are 



536 


not going to be completely objective when they know that their 
compensation comes from investment banking, and Rule 2711 
doesn’t change that. There is a basic choice to be made. 

One way to go is to take what I would call the radical Glass- 
Steagall approach and to try to divorce investment banking from 
securities research. Some people, serious commentators, would rec- 
ommend that route on the grounds that nothing else will make the 
analyst independent. 

I personally fear that approach. I think we spent 50 years trying 
to crawl out from underneath Glass-Steagall and its separation of 
commercial from investment banking. I think it is far more dan- 
gerous in this context because I do not believe that securities re- 
search is self-sustaining or self-supporting. It can only be financed 
by revenues that come from the investment banking side. And my 
great fear is that if we took the simple Glass-Steagall approach of 
cutting the baby in two, one half the baby is not going to survive 
and we are going to have far less securities analysts out there, far 
fewer companies would be covered, and there would be a danger of 
real social loss, much of a significant portion of the market not reg- 
ularly followed by securities analysts. 

So, I at least would say that I wouldn’t recommend that course. 
Others would. But having aside from that more radical step, I 
think we have to talk about how we can police conflicts in this 
field. And I think that there are more rules that Congress needs 
to encourage. 

My suggestion would be not that Congress itself try to write 
these rules and legislation, but that Congress can pass some legis- 
lation, a general instruction to both the SEC and the other SRO’s, 
and there are multiple SRO’s, telling them that they should fine- 
tune rules that address the following Congressional goals. Congress 
has done this before in other legislation. 

Let me just give you four rules briefly that I think need to be 
an integrated approach to the problem of conflicts of interest 
among securities analysts. 

First, I think we need an antiretaliation rule. Congress should 
seek to protect analysts by requiring the drafting of rules, both at 
the SEC and the NASD, which would protect an analyst who has 
his compensation reduced or loses his job in retaliation for a nega- 
tive research report or other unfavorable research. Of course, that 
involves a very fact-specific issue. Why was the analyst reduced in 
salary or terminated? It may have been a poor performance. 

We have a body that can deal with this. We have an elaborate 
arbitration system already set up under the NASD and it would be 
possible to give the analyst recourse to that, possibly with the right 
to get some kind of penalty, double his salary or double the loss, 
if there were a demonstration before that panel that he had been 
the victim of intimidation or of retaliation because of the published 
research. 

That is one kind of approach. There are different ways of going 
at this, but the goal of an antiretaliation rule responds to evidence 
that retaliation is there regularly. 

Second, I think that we have to address what I call a no-selling 
rule. This will be more controversial. If we want the analyst to be 
a neutral umpire, he cannot also be a salesman. Today, the analyst 
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regularly participates in the roadshows, regularly sells the IPO’s to 
the various clients and institutional investors who attend the 
roadshows. 

That selling is inconsistent, in my view, with the goal that we 
may have of wanting the analyst to be a more careful, objective, 
neutral umpire. It also takes the analyst over the proverbial Chi- 
nese wall — and I think if we want that Chinese wall, and I agree 
with Senator Bunning that the Chinese wall can often be per- 
meable — I think we should make it more respected by not allowing 
the analyst to hop over that wall, participate in the roadshow, and 
then come back and be an analyst. I do not think you can keep 
playing those two different roles more or less simultaneously with- 
out there being problems. 

A third rule, which I won’t go into at any length, I think that 
there is one abuse called the booster shot under which analysts are 
under great pressure to make a favorable recommendation of the 
issuer’s stock just before stock lock-ups expire. This is because the 
issuer management is not able to sell its shares at the time of the 
IPO. They are only able to sell their shares typically under stock 
lock-up arrangements 6 months later. And there often have been 
norms that are more implicit than negotiated, under which the 
analyst puts out a very favorable recommendation just 1 or 2 days 
before the management of the IPO firm becomes able to sell its 
own shares. 

Recommendations at that point are both dubious and dangerous 
and I would think that at least those analysts who are related to 
the underwriter, who are associated in any way with that client, 
should be prohibited from putting out buy recommendations during 
the period of time shortly before and shortly after the expiration 
of stock lock-ups. It is really the important period. 

Now, last, and most importantly, I think Congress should ask the 
SEC and the SRO’s to define the term, independent analyst. This 
has been done by the SRO’s for purposes of directors who serve on 
the audit committee. But if there is one lesson that should be 
learned by investors, it is that the investor cannot trust reliably 
the recommendation of a single sell-side analyst — that is, the indi- 
vidual sell-side analyst — but instead, should look at what the con- 
sensus is of independent analysts. 

I think that could easily be prepared by the industry. If we dis- 
tinguish between who’s independent and who’s not and permit only 
the former to use the term, independent analyst, it will be very 
simple for the industry, people like First Call, to quickly produce 
on websites everywhere the consensus of independent analysts. 

This is not a disqualification. It doesn’t say other analysts could 
not put out research. I have no need at all to bar analysts from 
putting out research. I am merely saying that the term, inde- 
pendent analyst, should be elevated so that the public gets greater 
confidence looking at the recommendations of the independent ana- 
lyst, who empirically turns out to be more accurate and a better, 
less biased judge. 

I think these are the less drastic alternatives and the less drastic 
alternatives are superior. They recognize that we want essentially 
a private system of corporate governance. But in the last analysis, 
our system of corporate governance relies on the credibility of the 
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numbers. And those numbers are principally guarded by auditors 
and analysts and they are probably the most important side of this 
still-developing Enron story. 

Thank you. 

Chairman Sarbanes. Thank you very much. 

I have a few questions and then I will yield to Senator Corzine. 

Do you have a scheduling problem, Jon? 

Senator Corzine. [Nods in the negative.] 

Chairman Sarbanes. Mr. Glauber, would you just outline the 
funding mechanism for the NASD? 

Mr. Glauber. Certainly. Essentially all of our funding comes 
from the broker-dealer community. Most of it is raised by assess- 
ments on broker-dealers which reflect their size. 

Chairman Sarbanes. Okay. Now the broker-dealer is required to 
be a member of the NASD. Is that correct? 

Mr. Glauber. That is correct. 

Chairman Sarbanes. And if he is evicted by membership under 
your disciplinary procedures, he can no longer be a broker-dealer. 
Is that right? 

Mr. Glauber. He cannot be a broker-dealer that deals with the 
public, that is correct. 

Chairman Sarbanes. So, you levy a fee on each firm. 

Mr. Glauber. On each firm. 

Chairman Sarbanes. Related to the size of the firm? 

Mr. Glauber. Related to its size, related to its trading oper- 
ations, as well as we levy some user fees that cover the cost of 
maintaining our central depository of registration information. And 
we levy user fees on actually new issues. When a company files a 
new issue, we have to read the prospectus and we levy a user fee 
on that. 

Chairman Sarbanes. So that is all an automatic process. They 
have to pay that as, in a sense, the cost of doing business. Is that 
correct? 

Mr. Glauber. Absolutely. 

Chairman Sarbanes. Well, it is very interesting because one of 
the things that is obvious in the accounting context is that these 
people go around with a tin cup trying to beg money to run the 
FASB and the international group. Volcker is running around now 
with his tin cup out trying to get funding for these things. 

Mr. Glauber. Mr. Chairman, I think you are absolutely right. 
And as I said in my statement, I believe assured funding of this 
private-sector regulator is absolutely crucial. I think one can look 
to issuers, to broker-dealers, and to the accounting industry as the 
source of that funding. 

Chairman Sarbanes. I want to ask the two academics — this 
American Institute of Certified Public Accountants action alert that 
they have sent out has caught my attention here. They talk about 
the cascading effect and then they raise the specter that restric- 
tions will be adopted that will impact on small- and medium-sized 
businesses. They say, what would small business clients do if they 
could not go to their CPA for tax services or other business advice? 
They would pay substantial additional fees to hire someone else to 
perform the necessary services. And then they say, Members of 
Congress have to be made acutely aware of this. 
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It raises the question of whether, in addressing this issue, we 
separate out accounting for public companies from other account- 
ing, and whether our focus should be primarily on the accounting 
for public companies or a structure that in effect, it may be a two- 
level structure, or a bifurcated structure, however you want to de- 
scribe it. Could you address that issue for us? Because I am very 
concerned. 

We have the danger here that they are going to get all up in 
arms to try to forestall very important and needed changes by rais- 
ing a specter which is really a scarecrow and not a realistic danger, 
although you can always argue the slippery slope. But the answer 
to the slippery slope is you just do not go down the slippery slope. 
It ought not to be used to bootstrap an argument that you do not 
do anything, at least it seems to me. 

Mr. Coffee. I suggest that the SEC’s auditor independence rule 
was always intended to apply only to publicly-held companies. And 
I do not know that you need to deal with the relationship between 
the auditor of a family controlled firm. 

In that world, where you have a family controlled firm, you know 
who the client is — it is the family that owns 98 percent of the stock 
and six or seven people. And they may well want you to be both 
the tax advisor and the auditor. 

When we have the publicly-held firm, with 150,000 shareholders 
or more, there is no way to get the true decision from the share- 
holders who we believe are the client. Therefore, we need a more 
prophylactic rule in that context to represent the public share- 
holders who have no voice and no real mechanism. But there is no 
need to adopt these strong rules and auditor independence beyond 
the context of the publicly-held company, the company that the 
SEC has jurisdiction over. And I do not believe the SEC or anyone 
else has been intimating that they mean to regulate the behavior 
of accountants dealing with family controlled companies. 

Mr. Seligman. I think those points are exactly right. Since the 
time of the POB and certain experiments in the 1970’s, a clear dis- 
tinction has been drawn in existing auditing regulation between 
those firms which regularly have clients that appear before the 
SEC and those that do not. 

In suggesting a new SRO mechanism to you, I think that you can 
address this type of issue through the scope provisions. If you can 
focus just on the public impact of the accounting profession, the 
firms that are before the SEC that make up our securities markets, 
you will have done a great service. 

Mr. Glauber. Mr. Chairman, I agree completely with the other 
members of the panel. This is an issue of investor confidence and 
it is an issue of investor confidence in publicly-traded securities. 
That is what you ought to attack and you shouldn’t be, I think, 
thrown off the job by concerns raised about the way auditing is 
done for small family companies. 

Chairman Sarbanes. What I am concerned with here is an argu- 
ment is going to be advanced for the small family companies, the 
conclusion of which will be that we ought not to address the public 
companies. 

Senator Corzine. 

Senator Corzine. Thank you, Mr. Chairman. 



540 


I want to explore a little bit the analogue of Nasdaq with the ac- 
counting industry and how FASB fits into that analogue. It is one 
of the more difficult pieces for me to get a conceptual view about. 
If I understand it right, Nasdaq does set out standards for behavior 
and the rules with which markets operate, if I am not mistaken. 
Is that true, Mr. Glauber? 

Mr. Glauber. It does, indeed. Since we have just sold our last 
shares in Nasdaq and are now completely separate from Nasdaq, 
I want to emphasize that it is the NASD that does the regulation 
of broker-dealers and, in fact, sets out a group of rules that deal 
with conduct. It is different from the FASB, the FASB deals with 
standards. Really, ours are conduct or behavior or ethics rules. 

Senator Corzine. How would any of you comment FASB might 
fit into a structure where we developed an SRO or an IRO, an inde- 
pendent regulatory organization of some form that fits the analogy 
of Nasdaq or the New York Stock Exchange for supervision of the 
accounting industry? 

Mr. Seligman. Could I take a stab at that one because I thought 
about that to some degree. 

I really think the distinction between accounting standard set- 
ting which could be done under a strengthened FASB with, I would 
submit, heightened SEC oversight, and auditing, and particularly 
the disciplinary functions, can be treated separately. 

I would submit that what is of clearest analogy between the 
NASD and a new auditing SRO is the requirement that broker- 
dealer firms and representatives in effect are subject to the NASD 
regulation, which is subject to SEC oversight and ultimately, the 
SEC can independently bring actions as well. When you compare 
that with the current structure of auditing oversight, there are just 
too many steps. It takes too long. There is no clear body that has 
responsibility. The SEC’s oversight is attenuated. 

To be sure, the SEC, in a parallel way, can bring what are called 
Rule 102(e) actions and disbar or condition someone from prac- 
ticing before the Commission. But the initial investigations take so 
long, that it is almost a dysfunctional process. And I would submit, 
I think the FASB is largely an issue of independence, largely an 
issue of revivification of the fair presentation concept, and giving 
them support through financial means so that they can deal with 
what will be a lot of detailed rules. I think, in contrast, the audit- 
ing discipline function is a lot further from the mark today and 
needs, in effect, a clean slate and needs an approach similar to 
what NASD has. 

Senator Corzine. The reason that I think there is reason for de- 
bate about this, both parties need funding. Are we going to have 
separate funding, independent funding sources for FASB and some 
new SRO? 

That is a question, perfectly reasonable. We have two sets of fees, 
but you may want to all have that combined into one independent 
source of funding for both FASB and the SRO, if that is the direc- 
tion you would want to take. 

And the second element is, is it possible that the information 
that one gains, the knowledge, the synergies that one gains from 
auditing the auditors and the questions that come up and the chal- 
lenges that are revealed through that process, are the reasons that 
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you get actions out of FASB with regard to the direct questions 
that need to have clarification and rule setting and standard set- 
ting in the FASB process? 

So, I can make the case on the one hand. I can also say that we 
are making it a more complex structure. I think I am hearing Pro- 
fessor Seligman say that he would separate the two. But I would 
love to hear the other witnesses and their pros and cons. 

Mr. Coffee. Let me add one word to this, if I can. I think I also 
am happier with the relative insularity of the FASB. If FASB was 
immediately subject to the control of the SRO body, it might be 
forced to make changes more quickly than we would like. For the 
future, the problem with debating FASB standing alone is that 

Senator Corzine. We do not have that problem now. 

Mr. Coffee. Well, the problem in the future is that there is 
something else called the International Accounting Standards Com- 
mittee. And FASB is part of the process of reaching uniform inter- 
national accounting standards which is going to transfer, I think, 
the most critical decisions to the International Accounting Stand- 
ards Committee. 

So if you really want to raise the standard setting issue of where 
standard setting belongs in this total structure, you have to focus 
at least as much, and probably more, on this international body in 
London, the International Accounting Standards Committee. And 
for that reason, I think that I would advise you as a matter of pru- 
dence, do what you can today because dealing with FASB really 
doesn’t for the future resolve the standard setting process. 

Chairman Sarbanes. We had Sir David Tweedie, who is the 
Chairman of the International Accounting Standards Board, here 
to testify before the Committee. 

The European Union, apparently, by 2005, will adopt the stand- 
ards, or it is expected to adopt the standards of the International 
Accounting Board. That is a powerful economic player worldwide, 
the European community. So, we are moving toward this situation 
where there is going to be this standard, the international standard 
that applies in the European Union. And I guess the United 
States — I do not know where our standard will be at that point. 
But the old game where our standard was the standard and every- 
one else had to follow it, is going to be, it seems to me, impacted 
by that, once you have a body of the economic size of the European 
Union with a set of standards. 

Excuse me. Go ahead, Jon. 

Senator Corzine. I am curious about this funding arrangement 
as well. I am sympathetic that there are problems, or at least con- 
cerns that one could have by having FASB, the rule setter and the 
auditors on a regulatory basis combined. I can see where that is. 

My own experience with the New York Stock Exchange and the 
NASD is that those are combined functions, although it is not a 
perfect match. But I am concerned on funding. You are going to 
end up with two separate, additional charges which are going out 
to some element of our economic system. I think we are going to 
get a lot more letters like the Chairman is mentioning about how 
burdensome we are now, creating a structure that will impose on 
the very viability of a lot of companies. Does anyone want to com- 
ment on that? 
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Mr. Seligman. I think I am troubled by the fact that FASB’s 
funding, to some degree, comes from the organizations that will be 
subject to FASB’s regulation, that there have been threats from 
time to time that if a rule is adopted that the issuers or registrants 
do not like, they will cut off the funding. And that just doesn’t 
work. You have to have a more automatic mechanism. 

I sympathize with your point that it is complex, that there will 
be more than one charge, in all probability, that there will be more 
than one ultimate treasury here, but that is the reality today. 
When you go public with a corporation, you will end up with fees 
to the SEC, to the NASD. You will have registration fees on the 
securities exchange, conceivably, as well as NASD. The question is, 
how can we get the most effective overall body of regulation? 

Mr. Glauber. I think a tolerable argument can be made to keep 
the FASB separate. But you raise the two correct issues. First of 
all, the funding. And think, clearly, there, it has to be some kind 
of automatic funding so that it is not subject to challenge. And the 
second is governance, so that you can make certain that the FASB 
functions as an independent operation and it has not always suc- 
ceeded in doing that. That is just what Professor Seligman said. If 
you are going to have it stand separately, you have to have some 
kind of governance in place to protect it. 

Chairman Sarbanes. Professor Seligman, you said that it was 
the difficulty of getting the money to fund the operation from the 
people that are being regulated. If they do not like it, they won’t 
pay the money. But NASD gets the money from the people that 
they regulate. The only difference is that it is a mandatory require- 
ment. It is just like lawyers who have to pay into the bar associa- 
tion that runs the grievance process. So it seems to me, as long as 
it is mandatory or automatic or required, we get over that hurdle, 
don’t we? 

Mr. Seligman. One hopes. But that is clearly the direction that 
you have to go. 

Senator Corzine. Does the SEC, given the overall mandate and 
mission, even though maybe we ought to step back and have a 
strategic planning session with regard to what the SEC does, does 
it have the wherewithal to adequately supervise FASB? 

We are the 25 accountants that we heard about in the accounting 
division, to really be plugged into the supervision and oversight of 
FASB, to make sure that it is moving forward? 

Mr. Seligman. I think that needs to be augmented. Clearly, it 
will be much more of a priority for the Commission in the next cou- 
ple of years. But you need more staff in the Office of Chief Account- 
ant and you need high-quality staff. 

Mr. Coffee. I think you are hearing from all of us that the SEC 
is resource-constrained and I think the less visible casualty of that 
are the offices such as the Office of Chief Accountant, where you 
cannot really measure the output until a scandal like Enron comes 
along, and you suddenly say, why did they ever think that even 3 
percent was enough? Now that is a strange, bizarre feature of 
Enron that you say, 3 percent equity, even if you had that much, 
it still is a glaring failure of disclosure to the market. 

Senator Corzine. Can I ask one other? 
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Chairman Sarbanes. Yes, go ahead. We may turn it into a free- 
form here. 

[Laughter.] 

Senator Corzine. I apologize for the follow-up on this FASB 
issue. I think that this is actually one of the more difficult calls. 

An IRO or an SRO seems sensible to me. I wonder whether we 
are going to miss some of the synergies that come from looking at 
the real problems of auditing, actual auditing statements and what 
are questions that come up, and whether you will get the kind of 
resources for the SEC to be able to stay on top of that FASB proc- 
ess, which has apparently not occurred as effectively as people 
would like. 

Chairman Sarbanes. Now, Mr. Glauber, you all combine the two, 
don’t you? 

Mr. Glauber. We write rules which are mainly rules of behavior 
and ethics. We do not have something which is equivalent to a 
standard setting like the accountants. If you look at the kinds of 
rules that we write, they are rules of quality control and behavior, 
conduct. 

Chairman Sarbanes. Well, who writes the standards? 

Senator Corzine. That is not entirely true, is it? If I go back to 
my experience of 1996 and 1997, we set up some specific rules in 
NASD with regard to both standards and procedures, with regard 
to spreads and over-the-counter markets and how they actually op- 
erate. It is very much similar in some ways to the kinds of stand- 
ards that one might put down with regard to accounting rules. It 
wasn’t law. It was sort of 

Mr. Glauber. Rules. 

Senator Corzine. They were rules that people had to abide by, 
unless I am mistaken. 

Mr. Glauber. No, that is perfectly correct, Senator. They are. 
And if you want to characterize those as standards, then I think 
you are quite right. I think they are not quite the same thing as 
accounting principles, and that is why it is very difficult. 

Senator Corzine. I am quite in concurrence that we have dif- 
ferent functionalities going on here, so you are going to have little 
differences in analogy. 

Mr. Glauber. Yes. 

Mr. Seligman. Senator, if I could just add, the current structure 
of NASD is to separate the standard setting from the NASD reg, 
which is the enforcement arm. But your point is well taken. It is 
not essential that it be done that way. If you separate them, you 
obviously have to have effective coordination. I would submit to 
you, the key, though, is however you structure it, you need to focus 
on independence and insured sources of funds. 

Senator Corzine. I think we are all in agreement there. 

I have one question for Professor Coffee. 

I appreciate the kinds of commentary you are making with re- 
gard to security analysts and, in fact, I have seen some of that in- 
timidation that you are referencing. But you did not speak to the 
rating agencies which play almost an equally important analytical 
role and commentary and observation. I think if you put statistics 
down with regard to the independent rating agencies, you ended up 
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with results that weren’t a lot different than what you saw from 
your so-called conflicted investment banking analysts. 

Mr. Coffee. I think the level of conflict and the level of com- 
promise is somewhat less. But the fundamental fact is there in all 
three of these cases — auditors, analysts, and debt-rating agencies 
are all paid by the people they are supposed to watch and does not 
create the absolutely optimal incentives that you would like. 

I am not sure in the rating agencies that I have a simple solution 
for you at this moment. It is possible that there could be height- 
ened liabilities, but I do not need to necessarily endorse that. 

I don’t know that either the rating agencies or the securities ana- 
lysts should be exposed to massive class-action attacks. I think 
more surgical remedies, such as dealing with the process and deal- 
ing with the particular prophylactic rules you want to adopt are 
better than just always universally heightening liabilities. 

Senator Corzine. I think that is one of the positives of, hope- 
fully, our efforts in this Committee and the Congress, is to come 
up with some rules of the road that actually do not make it a legal 
courtroom process to bring about enforcement or redress, but where 
the rules of the road are actually laid out ahead of time and people 
then have a disciplinary process. 

Mr. Coffee. Let me suggest this. Although there has been a 
good deal of study of what has gone wrong with securities analysts, 
and we have found out that independent ones behave better than 
ones that are associated with the client, there has been very little 
empirical investigation of the debt-rating agencies. I think that, 
there, the information basis for a quick solution is right now lack- 
ing. It may well be that you want the SEC or someone else to con- 
duct a more thorough study. 

Chairman Sarbanes. We will keep going here because this is a 
very helpful panel. On the analyst issue, I wanted to ask this ques- 
tion. First of all, Professor Coffee, I am not sure here. You said 
that you had some analysts that were not connected with invest- 
ment houses. Then later, you said you could only finance the secu- 
rities research from the investment side. So, you could not really 
create some bright line of separation because then you could not 
function. How do I square those two? 

Mr. Coffee. Okay. What I am telling you is, you could certainly 
have a rule under which analysts could only work for brokerage 
firms that did not do underwriting. There are such firms. Names 
like Sanford Bernstein stand out as independent analyst firms. 

If we adopted such a firm, I think the consequence of it would 
be a very sharp reduction in the number of analysts who would be 
employed in this industry because most of the revenue that sup- 
ports research analysts comes from the sell side. This is a con- 
sequence of the very desirable ending of fixed brokerage commis- 
sions back in 1975. It made the brokerage commissions so thin, 
that I do not think that they are able to support from the buy side 
the analysts who are employed in these firms. 

The consequence would be that we would still have the Sanford 
Bernsteins and many other such firms, but we might have a reduc- 
tion in the total number of analysts by a very large fraction. And 
I think that this would inflict a social injury because we would 
have less firms follow. 
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There is the bottom side of the Nasdaq market right now that 
is very thinly followed by analysts. And if we reduce that popu- 
lation by half, we would have a darker, less transparent market. 

Chairman Sarbanes. Did you want to add to that? 

Mr. Glauber. I would like to underline what Professor Coffee 
just said. I think the consequences of a surgical solution, a Glass- 
Steagall type solution of separating security analysis from invest- 
ment banking services, would be a very substantial reduction in 
the amount of information available to investors. I think a better 
approach is, indeed, the right kinds of rules imposed by the NASD 
and others. We have just, as Professor Coffee said, put out what 
is a very comprehensive and very tough rule. Some of the proposals 
he made, I hope he will include in comments on that rule. The rule 
is presently out from the SEC for comment. 

Chairman Sarbanes. You mean these four suggestions he had 
here, like the booster shot, for example. 

Mr. Glauber. The antiretaliation provisions. Because they are 
very useful alternatives to consider as part of that rule. But I think 
the best, most effective way to approach this is through rules. 

Chairman Sarbanes. How about disclosure? Is it adequately dis- 
closed now that the analyst is connected with a firm that is doing 
underwriting as well, and therefore, you should perhaps take his 
recommendation with a grain of salt? 

Mr. Coffee. Well, as he will point out, Rule 2711 also addresses 
the disclosure that should be given. I think that is also desirable. 

Chairman Sarbanes. Does that address the analyst’s own hold- 
ings as well? And that was not heretofore the case? 

Mr. Glauber. That is correct. What it does do is require disclo- 
sure by the analyst of his holdings and it requires a disclosure by 
the firm of its investment banking relationship. 

Chairman Sarbanes. You may do a lot of good if the analyst has 
to say up front, my firm is underwriting this company and I own 
this amount of stock. You are going to look at it and say, what kind 
of recommendation is this? You will, presumably, discount it. 

Mr. Glauber. We believe that disclosure plays a very important 
role. The rule contained both of these disclosure provisions, includ- 
ing, I might add, one in which the analyst has to publish a history 
of the price of the stock, together with his or her recommendations 
superimposed on that price history, so that you can see where the 
analyst was saying buy and where the analyst was saying sell. 

I think disclosure plays a very important role and then there are 
specific prohibitions. For example, no pre-IPO stock. The analyst 
cannot receive cheap stock as part of his compensation. I think 
those together are a very effective rule. It perhaps could be embel- 
lished and that is why I hope that Professor Coffee will add these 
suggestions to his comments. 

Mr. Coffee. All I was suggesting, Senator, was that it is difficult 
for the individual investor to go through all the boilerplate that you 
are likely to get, even under a much-improved system. And if you 
were to define a term, like independent analyst, and say only ana- 
lysts who have met the following standards. I would say the first 
standard is, you are making a recommendation about a company 
that your firm has no economic relationship with. 
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Now there are many in the industry who would disagree and say 
analysts are independent, even though their firm is underwriter. 

I think we would give a lot more value to investors if we tried 
to define a simply understood term, independent analyst, and say 
that you can only use that term if you meet the following qualifica- 
tions. That condenses the disclosure to the bottom-line fact that I 
think is most important to the investor. 

Chairman Sarbanes. I want to ask two more questions 

Senator Corzine. Mr. Chairman, I have to leave. I would make 
one observation. I do not think this should be limited just to under- 
writing. The relationships that drive some of those retaliation ac- 
tions, some of the interests go well beyond. Actually, they are more 
subtle. 

Mr. Coffee. I certainly agree with you. I did not mean to limit 
it that way. 

Mr. Glauber. Absolutely. 

Senator Corzine. We have to be careful about the characteriza- 
tion of only tying it to IPO’s or 

Mr. Coffee. I agree entirely with you. That is why you need a 
rule-based approach, because only an agency can draft those full 
rules. 

Mr. Glauber. That is right. 

Chairman Sarbanes. Let me ask two more questions. 

One is, in the Enron situation, we apparently have instances in 
which banks extended loans to Enron in very substantial amounts 
because it was then being connected to the possibility of under- 
writing or other business that would flow from Enron to the lend- 
ing institution. 

Now, we went through this Glass-Steagall thing here over a sus- 
tained period of time. And in the end, you used the phrase, came 
out from under it, or something. In any event, now we have this 
situation where this issue has now come before us. What is your 
reaction to that? 

Mr. Coffee. Well, we each may have different reactions. 

Chairman Sarbanes. No, no. You do not all have to have the 
same reactions. 

[Laughter.] 

We invite different reactions. 

[Laughter.] 

Mr. Coffee. I think we have two distinct problems here. One is 
the problem of the Chinese wall, while necessary, sometimes can 
work to the injury of the public investor. 

This is where the investment bank or the commercial bank has 
gone out and found investors for private equity deals, such as the 
private partnerships that were involved in the Enron story. And 
pursuant to that, you learn a lot of nonpublic information, none of 
which ever reaches the public side of your firm, which is making 
recommendations to investors. And one of the ironies and problems 
is that you may be touting a stock that one half of the firm knows 
is a very risky, highly leveraged firm. That is a problem that the 
schizophrenia within the firm doesn’t work to the best interests of 
the investor and I think it needs some further study. 

The other problem you are raising is that a lot of banks felt pres- 
sured to raise this equity or to form these services in order to be 
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first in line to serve as commercial lenders. And I think that is a 
problem, but I actually do think that banks are capable of pro- 
tecting themselves and you should focus more on the problems of 
the public investor, who is not as capable of protecting himself and 
doesn’t know that there may be very adverse information that is 
not reaching the market because of this partial penetration of the 
information through the firm. 

Mr. Seligman. If I can just amplify the first point that Professor 
Coffee made. 

There were some very troublesome journalistic stories and some 
intimations in the Powers report prepared about Enron to the ef- 
fect that different financial data was provided to private investors, 
I believe including banks, than was being made publicly available. 

Now this may be effectively addressed by enforcement actions of 
some sort. But this is an issue which I think is worth exploring 
with Chairman Pitt when he testifies before you, and addressing 
how it can be possible that, at least if the newspaper accounts are 
accurate, that nearly simultaneously, the assets described publicly 
were only about two-thirds of those that were being described pri- 
vately. I do not understand how you can reconcile those data. It is 
plausible. There may be ways to do it. But it hasn’t been presented 
in a way that makes sense to date. 

Mr. Glauber. Well, let me return to the second issue. That is, 
the commercial pressures between the commercial banking side 
and the investment banking side or underwriting side of now these 
complex institutions. 

Chairman Sarbanes. Right. 

Mr. Glauber. I think the pressures flow both ways. The pres- 
sures may be, indeed, to offer a loan as a way to perhaps encourage 
the investment banking services. Those exist. One hopes, and I be- 
lieve that, over time, the managements, for their own commercial 
interests, will manage the sets of tensions and pressures because, 
to make a bad loan in order to get the investment banking busi- 
ness, is just a very bad commercial decision. I believe that they will 
find a way to manage those pressures, and the shareholders will 
demand that they do. But it is the early stages of having both of 
these under one roof and mistakes will be made, I am sure. 

Chairman Sarbanes. Let me ask you this question. This is a 
broader question. It is fairly clear that the existing structure, had 
it worked or had the will been there to be strong or tough or how- 
ever you want to phrase it, they could have done a lot of things 
that — I mean, the exchanges could have had listing requirements 
or the SEC could have pushed the exchanges to have had listing 
requirements. 

The SEC itself could have done a host of things. FASB could 
have done standards, on and on and on. Of course, the way the sys- 
tem works, FASB is thinking about doing a standard and the next 
thing you know, everyone is beating down FASB’s door, including 
Members of the Congress, not to do the standard. 

Now, everyone’s saying, FASB should have done this standard. 
Where was FASB? Why didn’t they do the standard we needed? 
FASB is moving to do some standards. The exchanges, I think to 
their credit — we had Ira Millstein in here on the audit committees 
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and they are making, as I understand it, some constructive 
changes with respect to audit committees. 

But one of the decisions we are going to have to face, or judg- 
ments, is how much we have to move in with legislation — well, one 
area, and Senator Corzine was focusing on it, is what structural 
changes we need, systemic changes, like with an SRO for account- 
ants that is different from the current because the current thing 
obviously is not working. 

The other question is whether we have to move in with stand- 
ards of some sort on the argument, this is the only way we can pre- 
vent sliding back. Maybe the current regulatory arrangements will 
do these standards, but maybe not. Or maybe if they do them later, 
they will fall back from them. It is kind of a broad, somewhat 
vague question, but I would be interested in getting your percep- 
tions of that issue. 

Mr. Glauber. Starting from the left and working to the right, I 
guess. 

[Laughter.] 

Mr. Coffee. I think the priority should be on the governance of 
auditing. I think that is the demonstrated failure, the data about 
the number of earnings restatements and the way in which earn- 
ings management peaked in the late 1990’s, should give you the 
number-one priority, focusing on creation of an SRO. 

Now your second point, which I agree with, is that there are 
times when one way that Congress can interact with SRO’s and 
other bodies, is to give them standards for their future rulemaking. 

This would not impose a fine-tune obligation, but you could tell 
the SRO’s that you want them to address in rules the problem of 
conflicts of interest among research analysts or you want them to 
study and direct and adopt appropriate rules to deal with enhanc- 
ing the objectivity of analysts and disclosing any possible biases. 

I don’t think that really hurts the SRO’s. It tells them this is a 
Congressionally mandated priority and it leaves the front-line prob- 
lem of drafting, of making things work, in the hands of the body 
with the greatest expertise, either the SEC or the SRO. 

I believe there are things you can do, but I would be cautious 
about trying to cut through the Gordian Knot with a single stroke, 
such as by legislating the complete separation of securities re- 
search from investment banking. 

Mr. Seligman. I mentioned earlier Section 15 and 19(a) of the 
Securities and Exchange Act. I think that gives you a useful model 
in response to your very thoughtful question. 

It seems to me, at a kind of constitutional law level, there are 
certain principles you should delineate. You should require a new 
SRO to be created and you should require it to register with the 
SEC. You should have in place an adequately funded SEC staff, 
whether it is in the Office of Chief Accountant or otherwise, that 
can carefully review the filing with the Commission to ensure com- 
pliance with the standards you have established. 

There is a great deal of highly detailed work and fine-tuning that 
will have to evolve over time, subject to SEC oversight. When you 
periodically have the Commission before you, you can question 
whether they are doing it well enough. But to try to delineate all 
of that level of detail, I think would be unwise and too rigid. 
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Chairman Sarbanes. Mr. Glauber. 

Mr. Glauber. You have now three, between you, Mr. Chairman 
and these two gentlemen, wise lawyers discussing this issue. I am 
not a lawyer. 

Chairman Sarbanes. It puts you at an advantage. 

[Laughter.] 

Mr. Glauber. I tread here very, very lightly. I think that what 
Professor Coffee said is right. The Congress could easily sketch out 
some broad principles that it wanted. But I hope that it would not 
get into the position of writing detailed rules. 

This is a fast-changing scene that requires flexibility and I think 
the right way to get rules written is through either the SEC or 
some independent regulatory organization that would be created. 
So, I just would simply encourage you in that direction. 

Chairman Sarbanes. Well, one of the first things that I did when 
I became Chairman was to begin an oversight process. I do think 
that there is much more that the Congress can do in terms of over- 
sight to make sure that the regulatory authorities are anticipating 
and measuring up to the problems. 

That is actually where this drumbeat that we continue to sound 
about giving adequate resources — you put the SEC out there as a 
front-line agency for all of this, we call it the jewel in our regu- 
latory crown. It has an incredibly distinguished history over the 
years. We constantly brag about the integrity of the American mar- 
kets and how integral this has been to our economic success and 
how it commands worldwide respect and everything. 

Then the very agency who carries the prime burden for all of this 
is so short-changed in its resources — we have not had a witness yet 
who has come before us who has even entertained the idea of argu- 
ing that their existing level of resources is adequate to their task. 
Now, they may differ about how far we ought to go, but no one has 
come in and said, oh, no, they have plenty of resources. That just 
underscores that situation. 

Well, gentlemen, you have been enormously helpful. I hope, as 
we work through this, we can come back to you for further counsel 
because we think that that would be very helpful. 

Let me simply say, tomorrow, we will have a further hearing. We 
will be hearing from: Shaun O’Malley, who is Chair of the 2000 
Public Oversight Board Panel on Audit Effectiveness, the so-called 
O’Malley Commission; Lee Seidler, who is Deputy Chairman of the 
1978 American Institute of CPA Commission on Auditor’s Respon- 
sibilities; Arthur Wyatt, Past President of the American Accounting 
Association; Professor Abraham Briloff, Professor Emeritus of Ba- 
ruch College of the City University of New York; and Bevis 
Longstreth, who is a member of the O’Malley Commission and a 
distinguished member of the SEC. 

So this panel will, in a sense, follow along very much with some 
of the issues that have been developed here today. 

Thank you all very much. 

This hearing is adjourned. 

[Whereupon, at 12:45 p.m., the hearing was adjourned.] 

[Prepared statements and additional material supplied for the 
record follow:] 
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PREPARED STATEMENT OF SENATOR JON S. CORZINE 

Mr. Chairman, thank you for holding this hearing. 

In the wake of the Enron debacle, Congress has an enormous responsibility to 
take a careful look at the factors that contributed to the company’s precipitous fall. 

Enron Corporation, along with other high-profile business failures, and the grow- 
ing discomfort with reported earnings restatements, have highlighted the need for 
a comprehensive review of our financial reporting system and the regulatory struc- 
ture that supports it. 

For the past few decades, Washington has been focused on deregulation and the 
development of pro-business policies. Often, these policies have been necessary to 
adjust for excessive rigidities in our regulatory structure. 

To be certain, deregulating our financial system has had many benefits, including 
the democratization of the market. Productivity has improved dramatically and we 
have created millions of new jobs. That said — excesses accompanied the good — and 
once clearly defined boundaries have now become blurred. 

The pendulum seems to have swung too far. And as we have heard from many 
of our witnesses, the culture of business has increasingly become a culture of excess. 

Mr. Chairman, with occurrences like we have witnessed at Enron, Global Cross- 
ing, Tyco, and PNC Bank, more and more investors are becoming uncomfortable 
with what they perceive to be a lack of full disclosure in financial statements — those 
concerns ultimately hurt our markets. And they highlight the glaring need for the 
SEC to be better prepared, better funded, and better staffed in order to fulfill its 
enormous mission. We will hear about the challenges the SEC confronts as a result 
of their increasing workload shortly. 

It also shows the need for an improved regulatory structure, one that provides 
sufficient checks and balances and promotes the integrity of the audit function. A 
structure that provides the SEC with the resources it needs, and provides independ- 
ence to the Financial Accounting Standards Board, so that it too may be better 
equipped to serve its vitally important purpose. 

Mr. Chairman, in holding these hearings, I hope we will seek to find out not only 
“what happened,” but also move forward with a plan to diminish the increasing 
pressures on companies to “play in the gray.” 

Last week, Senators Dodd, Stabenow, Johnson, and I introduced legislation to ad- 
dress many of these issues. 

Mr. Chairman, we look forward to working with you, and the other Members of 
this Committee to bring a bill before this Committee that will not only provide in- 
vestors with greater confidence, but also restore credibility to the accounting profes- 
sion and ensure that the SEC is able to fulfill its oversight responsibility — and has 
the resources to do so. 

The train wreck has occurred. And now that it has, we have a responsibility to 
ensure that it never happens again. 

I look forward to the testimony of our witnesses. 


PREPARED STATEMENT OF SENATOR DEBBIE STABENOW 

Thank you, Mr. Chairman. Let me begin by commending the thorough approach 
this Committee is taking under your leadership. 

While the work of this Committee may not attract the headlines that we see when 
the Ken Lays and Andrew Fastows of the world are subpoenaed to appear before 
Congress, I believe that the careful and deliberative work of this Committee is what 
will ultimately reform the shortcomings in our current accounting system. 

Mr. Chairman, I have approached the issues before us with an open mind and 
have no predetermined conclusions. I appreciate the interesting and diverse opin- 
ions of the witnesses we have had so far. I welcome the witnesses before us today. 

We need to continue to explore the serious policy questions at hand. 

In particular, we have heard repeatedly that there is a culture of gamesmanship 
where earnings management is commonplace. We should explore this issue further. 
Changing a culture is a lot more complicated than changing the law. 

In addition, I hope that we will continue to examine: The issue of the best over- 
sight mechanism for the accounting industry; how an oversight board, as well as the 
Financial Accounting Standards Board should be financed; and, what should be 
done about perceived problems in the accounting industry’s long-standing peer re- 
view process. 
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I also think it is worth exploring what should be done to help whistleblowers who 
are trapped in a corporate culture that discourages dissent, and to ask what more 
needs to be done to promote investor education. 

All of these issues are complicated. There are differing points of view on many 
of these matters and we must carefully consider how best to proceed. However, I 
have every confidence that by working cooperatively, we can put an end to the prob- 
lems in the industry and we can reassure the American people that our securities 
market is the best in the world. 

Thank you, Chairman Sarbanes. 


PREPARED STATEMENT OF DAVID M. WALKER 

Comptroller General of the United States 
U.S. General Accounting Office 
March 5, 2002 

Mr. Chairman and Members of the Committee, I appreciate the opportunity to 
discuss with the Committee my perspectives on some of the issues that are now 
receiving extensive national interest following the rapid and unexpected decline of 
Enron Corporation (Enron) and the resulting huge losses suffered by Enron’s share- 
holders and employees. The rapid failure and bankruptcy of Enron has led to severe 
criticism of virtually all areas of the Nation’s financial reporting and auditing sys- 
tems, which are fundamental to maintaining investor confidence in our capital mar- 
kets. At last count, 12 Congressional committees, the Department of Justice, the Se- 
curities and Exchange Commission (SEC), and the Department of Labor’s Pension 
and Welfare Administration all have ongoing investigations of Enron. The individ- 
uals responsible for the Enron debacle should be held accountable for any misdeeds. 
At GAO, accountability is one of our core values and must be a critical component 
of any system in order for it to function effectively. 

The facts regarding Enron’s failure are still being gathered to determine the un- 
derlying problems and whether any civil and/or criminal laws have been violated. 
Therefore, I will not comment on the specifics of the Enron situation and who is 
at fault. At the same time, the Enron situation raises a number of systemic issues 
for Congressional consideration to better protect the public interest. It is fair to say 
that other business failures or restatements of financial statements have also sent 
signals that all is not well with the current system of financial reporting and audit- 
ing. As the largest corporation failure in U.S. history, Enron, however, provides a 
loud alarm that the current system may be broken and in need of an overhaul. 

I will focus on four overarching areas — corporate governance, the independent 
audit of financial statements, oversight of the accounting profession, and accounting 
and financial reporting issues — where the Enron failure has already demonstrated 
that serious, deeply rooted problems may exist. It should be recognized that these 
areas are the keystones to protecting the public’s interest and are interrelated. Fail- 
ure in any of these areas places a strain on the entire system. The overall focus 
of these areas should be guided by the fundamental principles of having the right 
incentives for the key parties to do the right thing, adequate transparency to pro- 
vide reasonable assurance that the right thing will be done, and full accountability 
if the right thing is not done. These three overarching principles represent a system 
of controls that should operate with a policy of placing special attention on those 
areas of greatest risk. In addition, an established code of ethics should set the “tone 
at the top” for expected ethical behavior in performance of all key responsibilities. 
The 1980’s savings and loan crisis, for which this Committee was instrumental in 
shaping the reforms to protect deposit insurance and the public interest, is a prime 
example of the serious consequences that can result when one or more components 
of an interrelated system breaks down. 

My comments today are intended to frame the broad accountability issues and 
provide our views on some of the questions and options that must be addressed to 
better safeguard the public interest going forward. There will no doubt be many 
views on what needs to be fixed and how to do it. We look forward to working with 
the Congress to provide assistance in defining the issues, exploring various options, 
and identifying their pros and cons in order to repair any weaknesses that threaten 
confidence in our capital markets and that inhibit improvements in the current sys- 
tem and appropriate actions by the key players. In considering changes to the cur- 
rent system that gave rise to Enron and other earlier financial reporting failures, 
it will be important that the Congress consider a holistic approach to addressing the 
range of interrelated issues. From all that has been heard from the inquiries to 
date, it is clear that there is no single silver bullet to fix the problems. It is also 
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clear that many parties are focusing on various elements of the issues but do not 
seem to be taking a comprehensive approach to addressing the many interrelated 
issues. This is what we are trying to do for the Congress. 

On February 25, 2002, GAO held a forum on various governance, transparency, 
and accountability issues that was attended by experts in each of these areas. A 
summary of the results of the forum is being released today and is available at our 
website. 1 Also, we have completed the study of the SEC’s resources that you re- 
quested and the report is being released today. 2 I will discuss the results of that 
work today as well. 

Before discussing these matters, I would like to quickly provide an overview of 
the current corporate governance system, the independent audit function, regulatory 
oversight, and the accounting and financial reporting framework. An attachment to 
my prepared testimony graphically illustrates the interrelation and the complexity 
of these systems. 

Overview of the Current Governance, Auditing, Oversight Systems, 
and Financial Reporting 

Public and investor confidence in the fairness of financial reporting is critical to 
the effective functioning of our capital markets. The SEC, established in the 1930’s 
following the stock market crash of 1929 and the Great Depression, protects inves- 
tors by administering and enforcing Federal securities laws, and its involvement 
with requirements for financial disclosures and audits of financial statements for 
publicly-traded companies. In this respect, the public accounting profession, through 
its independent audit function, has received a franchise to audit and attest to the 
fair presentation of financial statements of publicly-traded companies. However, 
such a franchise brings with it not only the important role of attesting to the reli- 
ability of financial statements and related data, but also the concomitant responsi- 
bility of protecting the public interest and ensuring the public confidence through 
appropriate independence, professional competence, and high ethical standards for 
auditors. 

The SEC, the primary Federal agency involved in accounting and auditing re- 
quirements for publicly-traded companies, has traditionally relied on the private 
sector for setting standards for financial reporting and independent audits, retaining 
a largely oversight role. Accordingly, the SEC has accepted the rules set by the Fi- 
nancial Accounting Standards Board (FASB) 3 — Generally Accepted Accounting Prin- 
ciples (GAAP) — as the primary standard for preparation of financial statements in 
the private sector. The SEC has accepted rules set by the American Institute of Cer- 
tified Public Accountants’ (AICPA) Auditing Standards Board — Generally Accepted 
Auditing Standards (GAAS) — as the standard for conducting independent audits of 
financial statements for private sector entities. The SEC monitors the performance 
of the standard setting bodies and also monitors the accounting profession’s system 
of peer review, which checks compliance with applicable professional standards. 

The SEC also oversees the activities of a variety of key market participants. It 
does this using the principle of self-regulation. According to this principle, the in- 
dustry regulates itself through various self-regulatory organizations (SRO’s) over- 
seen by the SEC. SRO’s are groups of industry professionals with quasi-govern- 
mental powers to adopt and enforce standards of conduct for their members. They 
include the nine securities exchanges, such as the New York Stock Exchange 
(NYSE) which regulate their marketplaces and the National Association of Securi- 
ties Dealers (NASD) which regulates the over-the-counter market. In addition to 
regulating member broker-dealers, the SRO’s establish listing standards for those 
firms that list on their market. 

The AICPA administers a self-regulatory system for the accounting profession 
that includes setting auditing and independence standards, monitoring compliance, 
and disciplining members for violations of ethic rules and standards. The Public 
Oversight Board, administratively created by the AICPA in consultation with the 
SEC in 1977, monitors the public accounting firms’ compliance with professional 
standards and oversees the Auditing Standards Board. State boards of accountancy 
license public accounting firms and individuals to practice public accounting within 
each State’s jurisdiction. 


1 Highlights of GAO's Forum on Corporate Governance, Transparency, and Accountability 
(GAO— 02-494SP, March 5, 2002). 

2 SEC Operations: Increased Workload Creates Challenges (GAO-02—302, March 5, 2002). 

3 FASB, as part of the Financial Accounting Foundation (FAF), is a not-for-profit organization 
supported by contributions from accounting firms, corporations, and the other entities that are 
interested in accounting issues. FASB consists of seven full-time members who are selected and 
approved by the FAF. 
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The audit is a critical element of the financial reporting structure because it sub- 
jects information in the financial statements to independent and objective scrutiny, 
increasing the reliability and assurance that can be placed on those financial state- 
ments for efficient allocation of resources in a capital market where investors are 
dependent on timely and reliable information. Management of a public company is 
responsible for the preparation and content of the financial statements, which are 
intended to disclose information that accurately depicts the financial condition and 
results of company activities. In addition, public companies registered with the SEC 
must maintain an adequate system of internal accounting control. The independent 
auditor is responsible for auditing the financial statements in accordance with gen- 
erally accepted auditing standards to provide reasonable assurance that the finan- 
cial statements are fairly presented in accordance with GAAP. The auditor’s opinion 
on the financial statements is like an expert’s stamp of approval to the public and 
the capital markets. 

United States stock exchanges require listed companies to meet certain corporate 
governance standards, including that boards of directors have independent audit 
committees to oversee the accounting and financial controls of a company and the 
financial reporting process. Audit committees can help protect shareholder interests 
by providing sound leadership and oversight of the financial reporting process by 
working with management and both internal and external auditors. 

The interrelation and complexity of the systems of corporate governance, auditing, 
oversight, and accounting and financial reporting, which cumulatively are the foun- 
dation for maintaining investor confidence in our capital markets, is graphically 
illustrated in the charts attached to this statement. The many links within and 
between the systems further illustrate the strain that can be placed on the overall 
system when weaknesses occur within any part of the system. 

I would now like to focus on each of the four overarching areas that I mentioned 
earlier, starting with corporate governance. 

Corporate Governance 

I want to acknowledge immediately that serving on the Board of Directors of a 
public corporation is an important, difficult, and challenging responsibility. That re- 
sponsibility is especially challenging in the current environment with increased 
globalization and rapidly evolving technologies having to be addressed while at the 
same time meeting quarterly earnings projections in order to maintain or raise the 
market value of the corporation’s stock. These pressures, and the related executive 
compensation arrangements, unfortunately often translate to a focus on short-term 
business results. This can create the perverse incentives, such as managing earn- 
ings to inappropriately report favorable financial results, and/or failing to provide 
adequate transparency in financial reporting that disguises risks, uncertainties, 
and/or commitments of the reporting entity. 

On balance though, the difficulty of serving on a public corporation’s board of 
directors is not a valid reason for not doing the job right, which means being knowl- 
edgeable of the corporation’s business, asking the right questions, and doing the 
right thing to protect the shareholders and the public interest. A board member 
needs to have a clear understanding of who is the client being served. Namely, their 
client should be the shareholders of the company, and all their actions should be 
geared accordingly. Audit committees have a particularly important role to play in 
assuring fair presentation and appropriate accountability in connection with finan- 
cial reporting, internal control, compliance, and related matters. 

Enron’s failure has raised many questions about how its Board of Directors and 
audit committee were performing their duties and responsibilities. These questions 
include the following: 

• Did the board of directors fulfill its fiduciary responsibility to shareholders and 
protect the public interest in overseeing Enron’s management? 

• Did the board operate in a proactive manner and raise the appropriate questions 
designed to identify key problems and mitigate related risks? 

• Did the board have the appropriate industry, financial, or other appropriate 
expertise? 

• Did board members have personal or business relationships that may have either 
in fact or in appearance affected their independence? 

• Did the board, especially its audit committee, have an active interface and appro- 
priate working relationship with Enron’s internal and external auditors? 

• Did the board and its audit committee have appropriate resources to do the job 
including staff and independent advisors? 

• Did the board and its audit committee report meaningfully on their activities? 
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These are fundamental questions that as I previously mentioned are being ad- 
dressed by various investigations and, therefore, I will not comment on those issues. 
However, these issues are instructive and, as a minimum, call for a review of the 
applicable rules and regulations that govern boards of directors. In that respect, the 
Administration recently formed a group of top financial policymakers and regulators 
to consider corporate governance and disclosure reforms. The SEC has asked the 
NYSE and Nasdaq to review corporate governance and listing standards, of public 
companies, including the important issues of officer and director qualifications and 
the formal codes of conduct. The SEC Chairman recently announced that the NYSE 
has established a Special Committee on Corporate Accountability and Listing Stand- 
ards to examine corporate governance issues, including the possibility of requiring 
continuing education programs for officers and directors, and the Nasdaq also is tak- 
ing similar steps. The corporate chief executives who make up the Business Round- 
table have stated that they are reviewing their voluntary standards for corporate 
governance. The AFL-CIO has petitioned the SEC to amend its proxy disclosure re- 
quirements regarding conflicts of interest reportable by Board members. The Cali- 
fornia Public Employees’ Retirement System (CalPERS) is also reviewing definitions 
and standards for independent corporate directors. 

These examples are not intended to be a complete listing of reviews underway on 
corporate governance requirements. We applaud these initiatives. Hopefully, they 
will provide the opportunity for a thorough review of corporate governance require- 
ments. These efforts will help to identify and frame the issues and to serve as a 
basis for determining whether the fundamental underpinnings for effective perform- 
ance of boards of directors and audit committees are in place along with controls 
to monitor performance. Some basic factors to consider in reviewing the various re- 
quirements that govern membership and responsibilities of boards of directors of 
public companies include the following: 

• Is there a clear understanding of whom the board is serving and its fiduciary 
responsibility to shareholders and related impact on the capital markets? 

• What type of relationship should the board have with management (for example, 
constructive engagement)? 

• What, if any, selection process changes are necessary in order to assure the proper 
identification of qualified and independent board members? 

• Is the nominating process for board membership designed to ensure that the 
board is getting the right mix of talent to do the job? 

• Do board membership rules address who other than management would nominate 
board members? 

• Are the independence rules for outside directors and audit committee members 
sufficient to ensure the objectivity of the members? 

• Do board membership rules address whether the corporation’s CEO should be al- 
lowed to be the board chairman? 

• Do board membership rules address whether independent board members should 
nominate the chairman of the board? 

• Do board membership rules address whether members of corporation manage- 
ment, including the CEO, should be allowed to be board members, and if so, what 
percentage of total board membership? 

• Do board membership rules address whether corporation service providers, such 
as the major customers or other related parties, should be allowed to be board 
members? 

• Do requirements ensure that the board will have access to the resources and staff 
necessary to do the job, including its own staff and access to independent legal 
counsel and other experts? 

• Do requirements ensure that the responsibilities of board members, including the 
members who serve on audit committees and other committees, such as the nomi- 
nating, finance, and compensation committees, are required to be committed to a 
charter that governs their operation? 

• Do requirements address the appropriate working relationship between the audit 
committee and the internal and external auditors? 

• Do requirements provide for the board of directors to establish a formal code of 
conduct to set the tone for expected personal and business ethical behavior within 
the corporation? 

• Do requirements provide that waivers of the code of conduct are not expected and 
should such circumstances arise, which should be extremely rare, that any excep- 
tions must be approved by the board of directors and publicly reported? 
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• Do requirements provide for public reporting on the effectiveness of internal con- 
trol by management and independent assurances on the effectiveness of internal 
control by the corporation’s independent auditors? 

• Do requirements provide for public reporting by the board of directors, the audit 
committee, and other committees of the board on their membership, responsibil- 
ities, and activities to fulfill those responsibilities? 

• Do the stock exchanges and the SEC have sufficient authority to enforce require- 
ments governing boards of directors and audit committees and to take meaningful 
enforcement actions, including imposing effective sanctions when requirements 
are violated? 

• Does the SEC have sufficient resources and authority to fulfill its responsibilities 
under the Federal securities laws and regulations to operate proactively in moni- 
toring SEC’s registrants for compliance and to take timely and effective actions 
when noncompliance may exist? 

• Is the SEC efficiently and effectively using technology to manage its regulatory 
responsibilities under the Federal securities laws by assessing risks, screening 
financial reports and other required filings, and accordingly prioritizing the use 
of its available resources? 

Boards of directors and their audit committees are a critical link to fair and reli- 
able financial reporting. A weak board of directors will also likely translate into an 
ineffective audit committee. That combination makes the difficult job of auditing the 
financial statements of large corporations, which usually have vast, complex, and 
diversified operations, much more challenging. 

Regulation and Oversight of the Accounting Profession 

The model for regulation and oversight of the accounting profession involves Fed- 
eral and State regulators and a complex system of self-regulation by the accounting 
profession. The functions of the model are interrelated and their effectiveness is 
ultimately dependent upon each component working well. Basically, the model in- 
cludes the functions of: 

• Licensing members of the accounting profession to practice within the jurisdiction 
of a State, as well as issuing rules and regulations governing member conduct, 
which is done by the State boards of accountancy. 

• Setting accounting and auditing standards, which is done by the Financial Ac- 
counting Standards Board and the Auditing Standards Board, respectively, 
through acceptance of the standards by the SEC. 

• Setting auditor independence rules, which within their various areas of responsi- 
bility, have been issued by the AIPCA, the SEC, and GAO. 

• Oversight and discipline, which is done through systems of self-regulation by the 
accounting profession and the public regulators (the SEC and the State boards of 
accountancy). 

The Enron failure has brought a direct focus on how well the systems of regula- 
tion and oversight of the accounting profession are working in achieving their ulti- 
mate objective that the opinions of independent auditors on the fair presentation of 
financial statements can be relied upon by the investors, the creditors, and the var- 
ious other users of financial reports. 

The issues currently being raised about the effectiveness of the accounting profes- 
sion’s self-regulatory system are not unique to the collapse of Enron. Other business 
failures or restatements of financial statements over the past several years have 
called into question the effectiveness of the system. A continuing message is that 
the current self-regulatory system is fragmented, is not well-coordinated, and has 
a discipline function that is not timely nor does it contain effective sanctions, all 
of which create a public image of ineffectiveness. Reviews of the system should con- 
sider whether overall the system creates the right incentives, transparency, and ac- 
countability, and operates proactively to protect the public interest. Also, the links 
within the self-regulatory system and with the SEC and the State boards of account- 
ancy (the public regulatory systems) should be considered as these systems are 
interrelated and weaknesses in one component can put strain on the other compo- 
nents of the overall system. 

I would now like to address some of the more specific areas of the accounting pro- 
fession’s self-regulatory system that should be considered in forming and evaluating 
proposals to reshape or overhaul the current system. 

Accounting Profession’s Self-Regulatory System 

The accounting profession’s current self-regulatory system is largely operated by 
the AICPA through a system, largely composed of volunteers from the accounting 
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profession. This system is used to set auditing standards and auditor independence 
rules, monitor member public accounting firms for compliance with professional 
standards, and discipline members who violate auditing standards or independence 
rules. AICPA staff support the volunteers in conducting their responsibilities. The 
Public Oversight Board oversees the peer review system established to monitor 
member public accounting firms for compliance with professional standards. In 
2001, the oversight authority of the Public Oversight Board was expanded to include 
oversight of the Auditing Standards Board. The Public Oversight Board has five 
public members and professional staff, and receives its funding from the AICPA. 

On January 17, 2002, the SEC Chairman outlined a proposed new self-regulatory 
structure to oversee the accounting profession. On January 20, 2002, the Public 
Oversight Board passed a resolution of intent to terminate its existence no later 
than March 31, 2002. The Public Oversight Board’s Chairman was critical of the 
SEC’s proposal and expressed concern that the Board was not consulted about the 
proposal. The SEC’s proposal provided for creating an oversight body that would in- 
clude monitoring and discipline functions, have a majority of public members, and 
be funded through private sources. No further details have been announced. 

The authority for the oversight body is a basic but critical factor that can influ- 
ence its operating philosophy, its independence, and, ultimately, its effectiveness. 
Related factors to consider include: 

• Determining whether the body should be created by statute or administratively, 
such as is the case for the current Public Oversight Board. 

• Deciding the basic scope of the body’s enabling authority, such as whether over- 
sight authority should be limited to coverage of the public accounting firms that 
audit SEC registrants, which is the authority of the current Public Oversight 
Board, or whether it should be expanded to other public accounting firms that 
also provide audit services to a broader range of entities. 

• Determining mission objectives clearly to ensure that protecting the public inter- 
est is paramount. 

Membership of the oversight body and its funding may also influence the body’s 
operating philosophy (proactive as opposed to reactive), independence, and resolve 
to actively assess and minimize risks within the system that affect protecting the 
public interest. Factors to consider include: 

• Whether the membership should be limited to public members (exclude practicing 
members of the accounting profession), such as is the case for current Public 
Oversight Board. 

• Whether membership should allow some practicing members of the accounting 
profession to sit on the board. 

• How the members will be selected, including the chairman, their term limits, and 
compensation. 

• How the amount and source of funding will be established since a problem with 
either may present potential conflicts or limit the oversight body’s ability to effec- 
tively protect the public interest. 

The responsibilities of the oversight body and its powers to perform those respon- 
sibilities will largely define whether the oversight body is set up with a sufficient 
span of responsibility to oversee the activities of the accounting profession and to 
take appropriate actions when problems are identified. Related factors to consider 
include: 

• Whether the current system of peer review should be continued in its present 
form and monitored by the oversight body, such as was done by the Public Over- 
sight Board, with oversight by the SEC. 

• Whether the oversight body should have more control over the peer review func- 
tion, such as selecting and hiring peer reviewers, managing the peer review, and 
being the client for the peer review report. 

• Whether the oversight body’s authority should extend to all standard setting bod- 
ies within the accounting profession so that accounting, auditing, quality control 
and assurance, and independence standards are subject to oversight (currently the 
Public Oversight Board does not oversee the setting of accounting standards or 
auditor independence rules). 

• Whether the oversight body’s authority related to standard setting should be ex- 
panded to direct standard setting bodies to address any problems with standards 
and approve the adequacy of revised standards (currently the Public Oversight 
Board does not have such direct authority). 

• Whether the oversight body’s authority should extend to the discipline function 
(currently the Public Oversight Board does not oversee the discipline function). 
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• Whether the oversight body should have investigative authority over disciplinary 
matters (currently this function is housed within another component of the 
AICPA) or authority to request investigations. 

• Whether the body within the self-regulatory system responsible for investigations 
of disciplinary matters should have power to protect investigative files from dis- 
covery during litigation to facilitate cooperation and timeliness in resolving cases. 

Accountability requirements can provide for stewardship of resources, help to set 
the operating philosophy of the oversight body, and provide a means of monitoring 
the oversight body’s performance. The current Public Oversight Board, POB, issues 
an annual report and its financial statements are audited. Related factors to con- 
sider include: 

• Whether the oversight body should prepare strategic and annual performance 
plans. 

• Whether the oversight body should have an annual public reporting requirement 
and what information should be included in the report, such as whether the re- 
port should be limited to the oversight body’s activities or whether the report 
should provide more comprehensive information about the activities of the entire 
self-regulatory system, and whether the oversight body should have audited finan- 
cial statements. 

• Whether and, if so, how Congress should exercise periodic oversight of the per- 
formance of the self-regulatory system and the performance of the oversight body. 

At this time, the outcome of the SEC’s proposal to establish a body for overseeing 
the accounting profession that would include monitoring and discipline functions is 
uncertain. There is considerable overlap in the functions of the current self-regu- 
latory system and the functions of the SEC related to the accounting profession. For 
example, the AICPA sets auditor independence rules applicable to its membership, 
and the SEC sets auditor independence rules for those auditors who audit the SEC’s 
registrants. Also the AICPA disciplines its members for noncompliance with inde- 
pendence rules or auditing standards. The SEC, through its enforcement actions, 
disciplines auditors of SEC registrants who violate its laws and regulations, which 
include noncompliance with independence rules and auditing standards. In addition, 
the SEC also conducts various activities to oversee the peer review function of the 
self-regulatory system. 

As proposals are considered for reshaping or for overhauling the self-regulatory 
system, the overlap of functions with the SEC’s responsibilities should be considered 
to provide for oversight of the accounting profession that is both efficient and effec- 
tive. Related factors to consider include the following: 

• Whether current independence rules are adequate to protect the public interest. 

• Whether independence rules for auditors should be consistent and set by the Gov- 
ernment or private sector, or whether the status quo is acceptable. 

• Whether the current system of peer review is acceptable or whether the SEC 
should play a role that exercises more direct control or oversight of the accounting 
profession’s compliance with standards. 

• How the investigative/enforcement functions of the self-regulatory system and the 
SEC can be jointly used to efficiently and to effectively achieve their common ob- 
jectives to resolve allegations of audit failure. 

Similarly, the discipline functions of the SEC and the self-regulatory system over- 
lap with the State boards of accountancy, which are the only authorities that can 
issue or revoke a license to practice within their jurisdictions. The communication 
and working relationship opportunities for efficiency and effectiveness that exist be- 
tween the SEC and the self-regulatory system also exist for their relationship with 
the State boards of accountancy in resolving allegations of audit failure. 

The Independent Audit Function 

For over 70 years, the public accounting profession, through its independent audit 
function, has played a critical role in enhancing a financial reporting process that 
facilitates the effective functioning of our domestic capital markets, as well as inter- 
national markets. The public confidence in the reliability of issuers’ financial state- 
ments that is provided by the performance of independent audits encourages invest- 
ment in securities issued by public companies. This sense of confidence depends on 
reasonable investors perceiving auditors as independent expert professionals who 
have neither mutual nor conflicts of interests in connection with the entities they 
are auditing. Accordingly, investors and other users expect auditors to bring to the 
financial reporting process integrity, independence, objectivity, and technical com- 
petence, and to prevent the issuance of misleading financial statements. 
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The Enron failure has raised questions concerning whether auditors are living up 
to the expectations of the investing public; however, similar questions have been re- 
peatedly raised over the past three decades by significant restatements of financial 
statements and unexpected costly business failures. Issues debated over the years 
continue to focus on the auditor independence concerns and the auditor’s role and 
responsibilities, particularly in detecting and reporting fraud and assessing the ef- 
fectiveness of and reporting on internal control. 

Auditor Independence Concerns 

The independence of public accountants — both in fact and in appearance — is very 
crucial to the credibility of financial reporting and, in turn, the capital formation 
process. Auditor independence standards require that the audit organization and 
the auditor be independent in fact and in appearance. These standards place respon- 
sibility on the auditor and the audit organization to maintain independence so that 
opinions, conclusions, judgments, and recommendations will be impartial and will 
be viewed as being impartial by knowledgeable third parties. 

Since the mid-1970’s, many observers of the auditing profession have expressed 
concern about the expanding scope of professional services provided by the public 
accounting profession. Specifically, questions have been raised by the media, the 
Congress, and others concerning tbe propriety of performing both audit and certain 
nonaudit services for the same client. While these services and their perceived im- 
pact on accounting firms’ independence have been the subject of many studies and 
while actions have been taken to strengthen auditor independence, the Enron fail- 
ure has brought this issue once again to the forefront and has sparked new pro- 
posals to prohibit or limit auditors from providing nonaudit services to audit clients. 
A common concern is that when auditor fees for consulting services are a substan- 
tial part of total auditor fees, this situation can create pressures to keep the client 
happy and can threaten auditor independence. 

Auditors have the capability of performing a range of valuable services for their 
clients, and providing certain nonaudit services can ultimately be beneficial to inves- 
tors and other interested parties. However, in some circumstances, it is not appro- 
priate for auditors to perform both audit and certain nonaudit services for the same 
client. In these circumstances, the auditor, the client, or both will have to make a 
choice as to which of these services the auditor will provide. These concepts, which 
I strongly believe are in the public interest, are reflected in the revisions to auditor 
independence requirements for Government audits, 4 which GAO recently issued as 
part of Government Auditing Standards , 5 The new independence standard has gone 
through an extensive deliberative process over several years, including extensive 
public comments and input from my Advisory Council on Government Auditing 
Standards. 6 The standard, among other things, toughens the rules associated with 
providing nonaudit services and includes a principle-based approach to addressing 
this issue, supplemented with certain safeguards. The two overarching principles in 
the standard for nonaudit services are that: 

• The auditors should not perform management functions or make management 
decisions. 

• The auditors should not audit their own work or provide nonaudit services in situ- 
ations where the amounts or services involved are significant or material to the 
subject matter of the audit. 

Both of the above principles should be applied using a substance over form deter- 
mination. Under the revised standard, auditors are allowed to perform certain 
nonaudit services provided the services do not violate the above principles; however, 
in most circumstances certain additional safeguards would have to be met. For ex- 
ample: (1) personnel who perform allowable nonaudit services would be precluded 
from performing any related audit work, (2) the auditor’s work could not be reduced 
beyond the level that would be appropriate if the nonaudit work were performed by 
another unrelated party; and (3) certain documentation and quality assurance re- 
quirements must be met. The new standard includes an express prohibition regard- 


4 Government Auditing Standards, Amendment No. 3, Independence (GAO/A— GAGAS— 3, Janu- 
ary 2002). 

5 Government Auditing Standards were first published in 1972 and are commonly referred to 
as the “Yellow Book,” and cover Federal entities and those organizations receiving Federal 
funds. Various laws require compliance with the standards in connection with audits of Federal 
entities and funds. Furthermore, many States and local governments and other entities, both 
domestically and internationally, have voluntarily adopted these standards. 

6 The Advisory Council includes 20 experts in financial and performance auditing and report- 
ing drawn from all levels of Government, academia, private enterprise, and public accounting, 
who advise the Comptroller General on Government Auditing Standards. 
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ing auditors providing certain bookkeeping or recordkeeping services and limits pay- 
roll processing and certain other services, all of which are presently permitted under 
current independence rules of the AICPA. 

The focus of these changes to the Government Auditing Standards is to better 
serve the public interest and to maintain a high degree of integrity, objectivity, and 
independence for audits of Government entities and entities that receive Federal 
funding. However, these standards apply only to audits of Federal entities and those 
organizations receiving Federal funds, and not to audits of public companies. In the 
transmittal letter issuing the new independence standard, we expressed our hope 
that the AICPA will raise its independence standards to those contained in this new 
standard in order to eliminate any inconsistency between this standard and their 
current standards. The AICPA’s recent statement before another Congressional com- 
mittee that the AICPA will not oppose prohibitions on auditors providing certain 
nonaudit services seems to be a step in the right direction. 7 In 2000, the SEC con- 
sidered a principle-based approach for auditor independence rules applicable to 
auditors of the SEC’s registrants, but decided in the end to set specific rules by 
types of nonaudit services. We believe a principle-based approach is more effective 
given the wide variety of nonaudit services provided by auditors and the continuing 
evolution of the market. 

The new independence standard is the first of several steps GAO has planned in 
connection with nonaudit services covered by Government Auditing Standards. In 
May 2002, we plan to issue a question and answer document concerning our inde- 
pendence standard, and I will ask my Advisory Council on Government Auditing 
Standards to review and monitor this area to determine what, if any, additional 
steps may be appropriate. In addition, the Principals of the Joint Financial Manage- 
ment Improvement Program, who are the Comptroller General, the Secretary of the 
Treasury, and the Director of the Office of Management and Budget, have agreed 
that the 24 major Federal departments and agencies covered by the Chief Financial 
Officers Act should have audit committees. The scope, structure, and timing of this 
new requirement will be determined over the next several months. This will include 
determining what role these audit committees might play in connection with 
nonaudit services. 

Another auditor independence issue, which also existed with Enron, concerns the 
employment by the client of its former auditor. The revolving door between auditors 
and the companies they audit has existed for years. This is due in part to the man- 
datory retirement of partners from public accounting firms, often before the part- 
ners are ready to leave the profession. Another contributing factor that entices audi- 
tors to work for audit clients is the lucrative compensation for executives in public 
companies. Employment by the client of its former auditor can have a clear implica- 
tion on the quality of audits and has been cited as a factor in the savings and loan 
scandal of the late 1980’s. The AICPA asked the SEC in 1993 to prohibit public com- 
panies from hiring their audit partner for a year after an audit. The SEC rejected 
the proposal as too difficult to enforce. However, Enron has resurfaced the issue. 
One Congressional proposal would prohibit an accounting firm from providing audit 
services to a company whose controller or chief financial officer had worked for that 
public accounting firm. This issue again raises the auditor independence perception 
problem and provides another opportunity to further enhance auditor independence. 
A factor to consider in this debate includes mandating a “cooling off period” in which 
a partner or senior auditor from a firm cannot go to work for a former audit client 
for a period of time after separating from their firm. 

A related issue is whether an audit firm should be allowed to serve as the client’s 
auditor of record without a limit on the period of time. Currently, there are no time 
limits for rotation of audit firms, although the AICPA requirements for member 
firms that audit SEC registrants require partner rotation every 7 years. The con- 
cerns are that the auditor may become too close to management over a period of 
years and, therefore, threaten the auditor’s objectivity. Also the auditor’s familiarity 
with the business operations of the client may result in a less than thorough audit. 
Opposing arguments against auditor rotation include that there is a significant 
learning curve for a new auditor and, during that time, there is a greater risk of 
the auditor overlooking transactions that may result in misleading financial state- 
ments. Also, auditor rotations can increase audit costs for the client. 8 Building on 


7 Testimony of AICPA Chairman before the House Energy and Commerce Committee (Sub- 
committee on Communications, Trade and Consumer Protection), February 14, 2002. 

8 Federal, State, and local government auditors generally have their responsibilities defined 
by law or regulation. Therefore, rotation of Government auditors raises different considerations 
than in the private sector. However, the rationale behind rotation of auditors (enhancing auditor 

Continued 
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the current AICPA requirement for rotating the audit engagement partner every 7 
years, rotating additional key members of the audit team is another alternative to 
consider. Rotating additional key members of the audit team should have less of an 
impact of the auditor’s learning curve and not increase audit costs, although this 
option would still leave open the appearance of an independence issue for the firm. 

Study groups over the years have recognized that corporate boards and their audit 
committees could and should play a more significant role in strengthening the inde- 
pendence of audits. The situation with Enron and its auditors is another event that 
highlights the necessity to reexamine relationships of boards of directors, audit com- 
mittees, and management with the independent auditor in order to strengthen the 
objectivity and professionalism of the independent auditor and to enhance the inde- 
pendent audit. Factors to consider in making changes include the following: 

• Who should be the client for the audit? 

• Should the audit committee be actively responsible for hiring, determining fees, 
and terminating the auditor? 

• Should there be more required communication and interaction between the audi- 
tor and the audit committee? 

• Should the audit committee preapprove the provision of certain nonaudit services 
by audit firms? 

• Should the audit committee be required to review and to approve the staffing of 
audit firm personnel? 

Auditor’s Roles and Responsibilities for Fraud and Internal Control 

Under current auditing standards, auditors are responsible for planning and per- 
forming the audit to obtain reasonable, but not absolute, assurance about whether 
the financial statements are free of material misstatement, whether caused by error, 
illegal acts, or fraud. As stated over the years by many who have studied the profes- 
sion, no major aspect of the independent auditor’s role has caused more difficulty 
than the auditor’s responsibility for detecting fraud. In August 2000, the Panel on 
Audit Effectiveness concluded that the auditing profession needs to address vigor- 
ously the issue of fraudulent financial reporting, including fraud in the form of ille- 
gitimate earnings management. 9 The study expressed concern that auditors may not 
be requiring enough evidence, that is, they have reduced the scope of their audits 
and level of testing, to achieve reasonable assurance about the reliability of financial 
information that the capital markets need for their proper functioning. The study 
recommended that auditing standards be strengthened to effect a substantial 
change in auditors’ performance and thereby improve the likelihood that auditors 
will detect fraudulent financial reporting. The AICPA is working on a new auditing 
standard to improve auditor performance in this area, which it expects to issue by 
the end of this year. 

We have long believed that expanding auditors’ responsibilities to report on the 
effectiveness of internal control over financial reporting would assist auditors in as- 
sessing risks for the opportunity of fraudulent financial reporting or misappropria- 
tion of business assets. Currently, the auditor’s report on a public company’s finan- 
cial statements does not address internal control or purport to give any assurance 
about it, and auditors are not required to assess the overall effectiveness of internal 
control or search for control deficiencies. The important issues of the auditor’s re- 
sponsibility for detecting and reporting fraud and for reporting on internal control 
overlap since effective internal control is the major line of defense in preventing and 
detecting fraud. Taken together, these issues raise the broader question of deter- 
mining the proper scope of the auditor’s work in auditing financial statements of 
publicly-owned companies. The auditor would be more successful in preventing and 
detecting fraud if auditors were required to accept more responsibility for reporting 
on the effectiveness of internal control. The Congress recognized the link between 
past failures of financial institutions and weak internal control when it enacted the 
Federal Deposit Insurance Corporation Improvement Act of 1991 that grew out of 
the savings and loan crisis. The Act requires an independent public auditor to report 
on the effectiveness of internal control for large financial institutions. 


independence) is addressed in Government Auditing Standards. The standards add organiza- 
tional criteria that consider factors in the appointment, removal, and reporting responsibilities 
of the head of the audit organization to ensure independence. The organizational criteria for de- 
termining auditor independence are in addition to personal and external requirements that are 
considered in judging the independence of Government auditors. 

9 The Panel on Audit Effectiveness Report and Recommendations (August 31, 2000). The Panel 
was formed by the Public Oversight Board at the request of the SEC to study the effectiveness 
of the audit model and other issues affecting the accounting profession. 
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And for all of the financial statements audits that we conduct, which include the 
consolidated financial statements of the Federal Government, and the financial 
statements of the Internal Revenue Service, the Bureau of Public Debt, the Federal 
Deposit Insurance Corporation, and the numerous smaller entities’ operations and 
funds, we issue separate opinions on the effectiveness of internal control over finan- 
cial reporting and compliance with applicable laws and regulations. We require ex- 
tensive testing of controls and of compliance in our audits. We have done this for 
many years because of the importance of internal control to protecting the public 
interest. Our reports have engendered major improvements in internal control. And 
as you might expect, as part of the annual audit of our own financial statements, 
we practice what we recommend to others and contract with a CPA firm for both 
an opinion on our financial statements and an opinion on the effectiveness of our 
internal control over financial reporting and compliance with applicable laws and 
regulations. We believe strongly that the AICPA should follow suit and work with 
the SEC to require expanded auditor involvement with internal control of public 
companies. 

The AICPA Chairman recently expressed the accounting profession’s support for 
auditor reporting on the effectiveness of internal control. 10 Auditors can better serve 
their business clients and other financial statements users and protect the public 
interest by having a greater role in providing assurances of the effectiveness of in- 
ternal control in deterring fraudulent financial reporting, protecting assets, and pro- 
viding an early warning of internal control weaknesses that could lead to business 
failures. The SEC, the AICPA, and the corporate boards of directors are major 
stakeholders in achieving realistic auditing standards for fraud and internal control. 
However, as we stated in our 1996 report on the accounting profession, 11 the SEC 
is the key player in providing the leadership and in bringing these parties together 
to enhance auditor reporting requirements on the effectiveness of internal control. 
We believe it would be difficult for the AICPA to unilaterally expand audit require- 
ments without SEC support. 

Accounting and Financial Reporting Model 

Business financial reporting is critical in promoting an effective allocation of cap- 
ital among companies. Financial statements, which are at the center of present-day 
business reporting, must be relevant and reliable to be useful for decisionmaking. 
In our 1996 report on the accounting profession, 12 we reported that the current fi- 
nancial reporting model does not fully meet users’ needs. 

We found that despite the continuing efforts of standard setters and the SEC to 
enhance financial reporting, changes in the business environment, such as the 
growth in information technology, new types of relationships between companies, 
and the increasing use of complex business transactions and financial instruments, 
constantly threaten the relevance of financial statements and pose a formidable 
challenge for standard setters. A basic limitation of the model is that financial state- 
ments present the business entity’s financial position and results of its operations 
largely on the basis of historical costs, which do not fully meet the broad range of 
user needs for financial information. 13 

In 1994, the AICPA’s Special Committee on Financial Reporting, after studying 
the concerns over the relevance and usefulness of financial reporting and the infor- 
mation needs of professional investors and creditors, concluded that the current 
model is useful as a reliable information basis for analysts, but concluded that a 
more comprehensive model is needed that includes both financial information and 
nonfinancial information. In addition to financial statements and related disclo- 
sures, the model recommended by the study would include: 

• High-level operating data and performance measures that management uses to 

manage the business. 

• Management’s analysis of changes in financial and nonfinancial data. 


10 See footnote 7. 

11 The Accounting Profession Major Issues: Progress and Concerns (GAO/AIMD— 96-98, Sep- 
tember 24, 1996). 

12 See footnote 11. 

13 The accounting and reporting model under Generally Accepted Accounting Principles is ac- 
tually a mixed-attribute model. Although most transactions and balances are measured on the 
basis of historical cost, which is the amount of cash or its equivalent originally paid to acquire 
an asset, certain assets and liabilities are reported at current values either in the financial 
statements or related notes. For example, certain investments in debt and equity securities are 
currently reported at fair value, receivables are reported at net realizable value, and inventories 
are reported at the lower of cost or market value. Further, certain industries such as brokerage 
houses and mutual funds prepare financial statements on a fair value basis. 
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• Forward-looking information about opportunities, risks, and management’s plans, 
including discussions about critical success factors, as well as information about 
management and shareholders. 

• Background about the company, including a description of the business, its indus- 
try, and its objectives and strategies. 

The Committee acknowledged that many business entities do report nonfinancial 
information, but it stressed the need to develop a comprehensive reporting package 
that would promote consistent reporting and the need to have auditors involved in 
providing some level of assurance for each of the model’s elements. Opposing views 
generally cite liability concerns as a risk to reporting forward-looking and other re- 
lated nonfinancial information, concerns over the cost of preparing the information, 
and concerns whether more specific disclosures would put business entities at a 
competitive disadvantage. Although standard setters have addressed certain issues 
to improve the financial reporting model, a project to develop a more comprehensive 
reporting model has not been undertaken. 

Enron’s failure and the inquiries that have followed have raised many of the same 
issues about the adequacy of the financial reporting model, such as the need for 
transparency, clarity, and risk-oriented financial reporting, addressed by the 
AICPA’s Special Committee on Financial Reporting. The limitations of the historical 
cost-based model were made more severe in the case of the Enron failure by ac- 
counting rules and reports designed for a pipeline operator that transitioned into 
a company using numerous offshore, off balance sheet, quasi-affiliated, tax shelter 
entities to operate, invest in, trade or make a market for contracts involving water, 
electricity, natural gas, and broadband capacity. However, criticism of the financial 
reporting model should also consider the criticisms of the corporate governance sys- 
tem, the auditing profession, and the regulatory and the self-regulatory oversight 
models which may impact the quality of financial reporting. Also, human failure to 
effectively perform responsibilities in any one or in all four of these areas has been 
raised by the many inquiries following Enron’s sudden failure. In addition, Enron’s 
November 8, 2001 reporting to the SEC (Form 8-K filing), which restated its finan- 
cial statements for the years ended December 31, 1997 through 2002, and the quar- 
ters ended March 31 and June 30, 2001, acknowledges that the financial reports did 
not follow Generally Accepted Accounting Principles and, therefore, should not be 
relied upon. 

Among other actions to address the Enron-specific accounting issues, the SEC has 
requested that the FASB address the specific accounting rules related to Enron’s 
special purpose entities and to related party disclosures. Therefore, the SEC is ex- 
pecting the FASB to revise and to finalize the special purpose accounting rules by 
the end of this year. The FASB has stated it is committed to proceed expeditiously 
to address any financial accounting and reporting issues that may arise as a result 
of Enron’s bankruptcy. In that respect, the FASB at a recent board meeting set a 
goal of publishing an exposure draft by the end of April 2002 and a final statement 
by the end of August 2002 that would revise the accounting rules for special purpose 
entities. The SEC has also announced specific areas for improving disclosures, and 
they include: 

• More current disclosure, including “real-time” disclosure of unquestionable mate- 
rial information. 

• Disclosure of significant trend data and more “evaluative” data. 

• Financial statements that are clearer and more informative for investors. 

• Disclosure of the accounting principles that are most critical to the company’s fi- 
nancial status and that involve complex or subjective decisions by management. 

• Private-sector standards setting that is more responsive to the current and imme- 
diate needs of investors. 

In addition, the SEC has announced plans to propose new corporate disclosure 
rules that will: 

• Provide accelerated reporting by companies of transactions by company insiders 
in company securities, including transactions with the company. 

• Accelerate filing by companies of their quarterly and annual reports. 

• Expand the list of significant events requiring current disclosure on existing Form 
8-K filings (such events could include changes in rating agency decisions, obliga- 
tions that are not currently disclosed, and lock-out periods affecting certain em- 
ployee plans with employer stock). 

• Add a requirement that public companies post their Exchange Act reports on their 
websites at the same time they are filed with the SEC. 
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• Require disclosure of critical accounting policies in Management’s Discussion and 

Analysis of Financial Condition and Results of Operations contained in annual 

reports. 

The SEC Chief Accountant has also raised concerns that the current standard set- 
ting process is too cumbersome and slow and that much of the FASB’s guidance is 
rule-based and too complex. He believes that (1) principle-based standards will yield 
a less complex financial reporting paradigm that is more responsive to emerging 
issues, (2) the FASB needs to be more responsive to accounting standards problems 
identified by the SEC, and (3) the SEC needs to give the FASB freedom to address 
the problems, but the SEC needs to monitor projects and, if they are languishing, 
determine why. 

We support the SEC’s stated plans to specifically address the accounting issues 
raised by the Enron failure and the broader-based planned initiatives that begin to 
address some of the overarching issues with the current financial reporting model. 
It will be important that these initiatives be aimed at the end result of having a 
financial reporting model that is more comprehensive while, at the same time, more 
understandable and timely in providing current value financial information and 
nonfinancial information that will provide users with data on the reporting entity’s 
business risks, uncertainties, and outlook, including significant assumptions under- 
lying the nonfinancial information. We also support a more direct partnering be- 
tween the SEC and the FASB to facilitate a mutual understanding of priorities for 
standard setting and realistic goals for achieving expectations. 

On balance, standard setting is inherently difficult and subject to pressures by 
those parties most affected by proposed changes. Today’s business environment that 
includes increased globalization, rapid technological advances, real-time communica- 
tion, and extremely sophisticated financial engineering is a difficult challenge for ac- 
counting standard setters as our commercial world moves from an industrial base 
to an information base. Further more, creative use of financial reports, such as the 
recent phenomenon of using “pro forma” financial statements to present a “rosier 
picture” than GAAP may otherwise allow, adds another challenge for standard set- 
ters and regulators. On December 4, 2001, the SEC issued FRR No. 59, Cautionary 
Advice Regarding the Use of “Pro Forma” Financial Information in Earnings Re- 
leases. One of the key points in the cautionary advice release was that the antifraud 
provisions of the Federal securities laws apply to a company issuing “pro forma” 
financial information. 

With that said, we believe that the underlying principles of accounting and of fi- 
nancial reporting are still valid, namely, that financial reporting must reflect the 
economic substance of transactions, be consistently applied, and provide fair rep- 
resentation in accordance with Generally Accepted Accounting Principles. In apply- 
ing these underlying principles, it is important to recognize the variety of users of 
financial information and their financial acumen. One size will not likely fit all, and 
targeted audiences for reported financial information may need to be identified, such 
as sophisticated investors, analysts, and creditors versus the general public. We also 
believe that the auditors need to be active players in developing a more comprehen- 
sive model with the objective of adding value to the information through inde- 
pendent assurances. Finally, effective corporate governance, independent auditors, 
and regulatory oversight must accompany accounting standards and financial re- 
porting. For meaningful and reliable financial reporting, it is not enough to say the 
rules were followed, which is the minimum expectation. Those with responsibilities 
for financial reporting and their auditor must ensure that the economic substance 
of business transactions is, in fact, fairly reported. 

I would now like to turn to the results of the work that you requested in asking 
us to look at the resource issues at the SEC. 

The SEC’s Ability to Fulfill Its Mission 

Over the last decade, securities markets have experienced unprecedented growth 
and change. Moreover, technology has fundamentally changed the way that markets 
operate and how investors access markets. These changes have made the markets 
more complex. In addition, the markets have become more international, and legis- 
lative changes have resulted in a regulatory framework that requires increased co- 
ordination among financial regulators and requires that the SEC regulate a greater 
range of products. Moreover, as I discussed earlier, the recent, sudden collapse of 
Enron and the other corporate failures have stimulated an intense debate on the 
need for broadbased reform in such areas as financial reporting and accounting 
standards, oversight of the accounting profession, and corporate governance, all of 
which could have significant repercussions on tbe SEC’s role and oversight chal- 
lenges. At the same time, the SEC has been faced with an ever-increasing workload 
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and ongoing human capital challenges, most notably high staff turnover and numer- 
ous vacancies. 

In our work requested by this Committee, for which our report is being released 
at this hearing, we found that the SEC’s ability to fulfill its mission has become in- 
creasingly strained due in part to imbalances between the SEC’s workload (such as 
filings, complaints, inquiries, investigations, examinations, and inspections) and 
staff resources. 14 Although industry officials complimented the SEC’s regulation of 
the industry given its staff size and budget, both the SEC and industry officials 
identified several challenges that the SEC faces. First, resource constraints have 
contributed to substantial delays in the turnaround time for many SEC regulatory 
and oversight activities, such as approvals for rule filings and exemptive applica- 
tions. 15 Second, resource constraints have contributed to bottlenecks in the examina- 
tion and inspection area as the SEC’s workload has grown. Third, limited resources 
have forced the SEC to be selective in its enforcement activities and have length- 
ened the time required to complete certain enforcement investigations. 16 Fourth, 
certain filings were subject to less frequent and less complete reviews as workloads 
increased. Fifth, today’s technology-driven markets have created ongoing budgetary 
and staff challenges. Finally, the SEC and industry officials said that the SEC has 
been increasingly challenged in addressing emerging issues, such as the ongoing 
internationalization of securities markets and technology-driven innovations like 
Alternative Trading Systems 17 (ATS’s), and exchange-traded funds. 

The SEC routinely prioritizes and allocates resources to meet workload demands, 
but faces increasing pressure in managing its mounting workload and staffing im- 
balances that resulted from its workload growing much faster than its staff. Critical 
regulatory activities, such as reviewing rule filings and exemptive applications and 
issuing guidance, have suffered from delays due to limited staffing. According to in- 
dustry officials, these delays have resulted in forgone revenue and have hampered 
market innovation. Oversight and supervisory functions have also been affected. For 
example, staffing limitations and increased workload have resulted in the SEC re- 
viewing a smaller percentage of corporate filings, an important investor protection 
function. In 2001, the SEC reviewed about 16 percent of the annual corporate fil- 
ings, or about half of its annual goal of 30 to 35 percent. Although the SEC is re- 
vamping its review process to make it more risk-based, recent financial disclosure 
and accounting scandals illustrate how important it is that the SEC rise to the chal- 
lenge of providing effective market oversight to help maintain investor confidence 
in securities markets. 

SEC Staff Turnover 

In addition to the staff and workload imbalances, other factors also contribute to 
the challenges the SEC currently faces. SEC officials said that although additional 
resources could help the SEC do more, additional resources alone would not help 
the SEC address its high staff turnover, which continues to be a problem. Further- 
more, in recent years the staff turnover and large differentials in pay between the 
SEC and other financial regulators and industry employers resulted in many staff 
positions remaining vacant as staff left at a faster rate than the SEC could hire new 
staff. Although the SEC now has the authority to provide pay parity, its success will 
depend upon the SEC’s designing an effective implementation approach and the 
agency receiving sufficient budgetary resources. We found that the SEC’s budget 
and strategic planning processes could be improved to better enable the SEC to de- 
termine the resources needed to fulfill its mission. For example, unlike recognized 
high performing organizations, the SEC has not systematically utilized its strategic 
planning process to ensure that (1) resources are best used to accomplish its basic 
statutorily mandated duties and (2) workforce development addresses the resource 


14 Staff resources are measured in this report in terms of full-time equivalent staff years. 

15 A company files an exemptive application when it seeks an SEC decision to exempt a new 
activity from existing rules and laws. 

16 The SEC Chairman has recently announced an initiative called real-time enforcement, 
which is intended to protect investors by (1) obtaining emergency relief in Federal court to stop 
illegal conduct expeditiously, (2) filing enforcement actions more quickly, thereby compelling dis- 
closure of questionable conduct so that the public can make informed investment decisions, and 
(3) deterring future misconduct through imposing swift and stiff sanctions on those who commit 
egregious frauds, repeatedly abuse investor trust, or attempt to impede the SEC’s investigatory 
processes. According to the SEC, insufficient resources may inhibit the effectiveness of this ini- 
tiative, which depends upon prompt action by enforcement staff. 

17 An ATS is an entity that performs functions commonly performed by a stock exchange. 
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needs that are necessary to fulfill the full scope of its mission, including activities 
to address emerging issues. 18 

As we noted in our 2001 report on the SEC’s human capital practices, about one- 
third of the SEC’s staff left the agency from 1998 to 2000. 19 The SEC’s turnover 
rate for attorneys, accountants, and examiners averaged 15 percent in 2000, more 
than twice the rate for comparable positions government- wide. Although the rate 
had decreased to 9 percent in 2001, turnover at the SEC was still almost twice as 
high as the rate government- wide. Further, as a result of this turnover and inability 
to hire qualified staff quickly enough, about 250 positions remained unfilled in Sep- 
tember 2001, which represents about 8.5 percent of the SEC’s authorized positions. 
SEC officials said that they could do more if they had more staff, but all cited the 
SEC’s high turnover rate as a major challenge in managing its workload. Likewise 
industry officials agreed that many of the challenges that the SEC faces today are 
exacerbated by its high turnover rate, which results in more inexperienced staff and 
slower, often less efficient, regulatory processes. 

Although the SEC and industry officials said that the SEC would always have a 
certain amount of turnover because staff can significantly increase their salaries in 
the private sector and some staff only plan to stay at the SEC for a period of time, 
many said pay parity with other financial regulators could enable the SEC to attract 
and retain staff for a few additional years. The SEC estimated that a new employee 
generally takes about 2 years to become fully productive and that pay parity could 
help them keep staff a year or two beyond the initial 2 years. Although industry 
officials said they were generally impressed by the caliber of staff that the SEC 
hires and the amount of work they do, they said that staff inexperience often re- 
quires senior SEC officials to become more involved in basic activities. Industry offi- 
cials also said that certain divisions, such as Market Regulation, could benefit from 
staff with a fundamental understanding of how markets work and market experi- 
ence. They said that such experience could help speed rulemaking and review proc- 
esses. However, SEC officials said that they have a difficult time attracting staff 
with market experience, given the Government’s pay structure. 

Some officials said that the SEC’s turnover rate should decrease after pay parity 
is implemented? Presently, the SEC professional staff are paid according to Federal 
general pay rates. On January 16, 2002, the President signed legislation that ex- 
empted the SEC from Federal pay restrictions and provided it with the authority 
necessary to bring salaries in line with those of other Federal financial regulators. 
That legislation also mandated that we conduct a study to look at the feasibility of 
the SEC becoming a fully self-funded agency. Although the SEC now has the au- 
thority to implement pay parity, as of March 1, 2002, the SEC has not received an 
additional appropriation to fund its implementation. In addition, the SEC has to 
take a number of steps to effectively implement this new authority. 

Although the SEC’s workload and staffing imbalances have challenged the SEC’s 
ability to protect investors and maintain the integrity of securities markets, the 
SEC has generally managed the gap between workload and staff by determining 
what basic statutorily mandated duties it could accomplish with existing resource 
levels. This approach, while practical, under the circumstances, has forced the SEC’s 
activities to be largely reactive rather than proactive. For instance, the SEC has not 
put mechanisms in place to identify what it must do to address emerging and evolv- 
ing issues. Although the SEC has a strategic plan and has periodically adjusted 
staffing or program priorities to fulfill basic obligations, the SEC has not engaged 
in a much needed, systematic reevaluation of its programs and activities in light of 
current and emerging challenges. Given the regulatory pressures facing the SEC 
and its ongoing human capital challenges, it is clear that the SEC could benefit 
from an infusion of funding and possibly additional resources. However, a com- 
prehensive, agency-wide planning effort, including planning for use of technology to 
leverage available resources, could help the SEC better determine the optimum 
human capital and funding needed to fulfill its mission. 

Closing Comments 

A number of witnesses who have recently appeared before this Committee and 
other Congressional committees to discuss Enron’s failure have stated that our Na- 
tion’s system of capital markets is recognized around the world as the best. I share 
that view. Our capital markets enjoy a reputation of integrity that promotes inves- 


18 High performing organizations are organizations that have been recognized in the current 
literature or by the GAO as being innovative or effective in strategically managing their human 
capital. 

19 Securities and Exchange Commission: Human Capital Challenges Require Management 
Oversight (GAO— 01— 947, September 17, 2001). 
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tor confidence that is critical to our economy and the economies of other nations 
given the globalization of commerce. This reputation is now being challenged. The 
effectiveness of our systems of corporate governance, independent audits, regulatory 
oversight, and accounting and financial reporting, which are the underpinnings of 
our capital markets, to protect the public interest has been called into question by 
the failure of Enron. Many of the issues that are being raised have previously sur- 
faced from other business failures and/or restatements of financial statements that 
significantly reduced previously reported earnings or equity. Although the human 
element factor, and the basic failure to always do what is right, are factors that can 
override systems of controls, it is clear that there are a range of actions that are 
critical to the effective functioning of the system underlying our capital markets 
that need attention. In addition, a strong enforcement function with appropriate 
civil and criminal sanctions is also needed to deal with noncompliance. 

The results of the forum that we held last week on governance, transparency, and 
accountability identified major issues in each of the areas, which I have addressed 
in my remarks today, that endanger their effective functioning to protect the public 
interest. As is usually the case in issues of this magnitude and this importance, 
there is no single silver bullet to quickly make the repairs that are needed to the 
systems supporting our capital markets. The fundamental principles of having the 
right incentives, adequate transparency, and full accountability provide a good 
sounding board to evaluate proposals that are advanced. A holistic approach is also 
important as the systems are interrelated and weak links can severely strain their 
effective functioning. I have framed a number of the key issues today for Congres- 
sional consideration. As always, we look forward to working with you to further re- 
fine the issues, and develop and analyze options and take other steps designed to 
repair the system weaknesses that today pose a threat to investor confidence in our 
capital markets. 

In summary, Enron’s recent decline and fall coupled with other recent business 
failures pose a range of serious systemic issues that must be addressed. Effectively 
addressing these issues should be a shared responsibility involving a number of par- 
ties including top management, boards of directors, various board committees, stock 
exchanges, the accounting profession, standard setters, regulatory/oversight agen- 
cies, analysts, investors, and Congress. In the end, no matter what system exists, 
bad actors will do bad things with bad results. We must strive to take steps to mini- 
mize the number of such situations and to hold any violators of the system fully 
accountable for their actions. 

Mr. Chairman, this concludes my statement. I would be pleased to answer any 
questions you or other Members of the Committee may have at this time. 
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Statement of David M. Walker, CPA 
Comptroller General of the United States 


" I believe that legislation that will provide a framework and guidance 
for the SEC to use in setting independence standards for public company 
audits is needed. History has shown that the AICPA and the SEC have 
failed to update their independence standards in a timely fashion and 
that past updates have not adequately protected the public’s interests. 
In addition, the accounting profession has placed too much emphasis on 
growing non- audit fees and not enough emphasis on modernizing the 
auditing profession for the 21st century environment. Congress is the 
proper body to promulgate a framework for the SEC to use in connection 
with independence related regulatory and enforcement actions in order to 
help ensure confidence in financial reporting and safeguard investors 
and the public's interests," 

" The independence provision contained in Chairman Sarbanes’ bill is 
based on the original SEC independence proposal in calendar 2000 and the 
GAO's new independence standard that was issued in January 2002. The 
proposal strikes a reasoned and reasonable balance that will enable 
auditors to perform a range of non-audit services for their audit 
clients and an unlimited range of non-audit services for their non-audit 
clients. Most importantly, the proposed legislation adopts a "principle 
based" and "substance over form" approach that can stand the test of 
time and, if adopted, will better protect the public's interests. In my 
opinion, the time to act on independence legislation is now." 

David M. Walker, CPA 

Comptroller General of the United States 
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PREPARED STATEMENT OF ROBERT R. GLAUBER 

Chairman and Chief Executive Officer 
National Association of Securities Dealers, Inc. 

March 5, 2002 

Introduction 

Chairman Sarbanes, Ranking Member Gramm, Members of the Senate Banking 
Committee, thank you for this opportunity to testify today on the vital, troubling, 
and timely issues of investor protection and accounting highlighted by the collapse 
of Enron. It would be hard to overstate the human tragedy for Enron’s employees, 
pension-holders, and investors caused by the failure of America’s seventh largest 
company. 

Yet it is my firm hope that significant good can come of the collapse of Enron — 
in the form of better policies, oversight and regulatory structures to help restore the 
public’s trust in the fairness of our markets. That is the purpose of today’s hearing, 
and I am privileged to contribute my thoughts and the NASD’s experiences to this 
Committee’s thoughtful search for solutions. 

Overview 

Let me begin with a real quick overview of the NASD — because who we are bears 
directly on both the substance of what I will be saying and on the usefulness of the 
private sector self-regulatory model that we embody. 

The National Association of Securities Dealers, NASD, is not a trade association, 
but rather, the world’s largest self-regulatory organization, or SRO. Under Federal 
law, every one of the roughly 5,500 brokerage firms, nearly 90,000 branch offices 
and almost 700,000 registered representatives in the U.S. securities industry comes 
under our jurisdiction. To give you a sense of our scope and authority, it is vital 
to know that every brokerage firm in the United States that does business with the 
public must by law be a member of NASD. We have a staff of over 2,000 employees 
in Washington, Rockville, and district offices across the country and an annual 
budget exceeding $400 million. 

For more than six decades, our mission and our mandate from Congress has been 
clear: To bring integrity to the markets and confidence to investors. We do this by 
licensing and setting qualification standards for industry participants, maintaining 
a massive registration database that includes qualification and disciplinary histories 
of all brokers and firms, writing rules to govern the conduct of brokerage firms and 
their employees, providing investor education and outreach, educating our members 
on legal and on ethical standards, examining them for compliance with the Federal 
securities laws and NASD and Federal rules, investigating infractions, and dis- 
ciplining those who fail to comply. 

The NASD’s staffing and governance gives us independence from the industry, but 
we use industry expertise and resources extensively to accomplish our mission. The 
standards we set are not mere “best practices,” but enforceable regulatory rules; vio- 
lations may result in significant fines or even expulsion from the securities industry. 

History of Securities Self-Regulation 

The NASD’s history to a great degree is the history of securities self-regulation 
in our country. The stock exchanges, options and futures markets have self-regu- 
latory responsibilities, but they are centered on the trading that takes place within 
their respective markets and relate only to the members of their markets. 

Self-regulation of the securities markets has deep roots in the United States. 

The Securities Exchange Act of 1934 (Exchange Act or 1934 Act) is the legal foun- 
dation for self-regulation of the exchange markets. In that Act, Congress set up a 
system under which the New York Stock Exchange, the American Stock Exchange, 
and other securities exchanges, and through them their member seat holders, would 
form a regulatory front line for the newly created governmental regulator, the Secu- 
rities and Exchange Commission (SEC). 

Four years later, Congress felt that the market regulation focus of the 1934 Act 
was not sufficient and passed the Maloney Act of 1938. The Maloney Act authorized 
the formation and registration of national securities associations, which would su- 
pervise the conduct of their members subject to the oversight of the SEC. 

In this way, Congress sought to “bring about self-discipline in conformity to law” 
and to foster “obedience to ethical standards” that went beyond the law. Senator 
Maloney intended that the securities industry “handle the problems of technical 
regulation,” with the SEC “policing the submarginal fringe.” The next year the Na- 
tional Association of Securities Dealers became the first — and still the only — reg- 
istered national securities association. 
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From the creation in the 1930’s, to strengthened SEC oversight of self-regulation 
in the 1970’s, the industry and the Government have worked together successfully. 
The concept of self-regulation is now so ingrained in our capital markets’ regulatory 
structure and the markets themselves are now so enormous in every sense of the 
word — the numbers of investors, the types of products, volume, and dollar value of 
trading — that it has become almost impossible to imagine their success without self- 
regulation. 

This evolution has not been without its false steps. In 1996, the SEC criticized 
the NASD in part for putting its interests as the operator of Nasdaq ahead of its 
responsibilities as the regulator of the entire industry. The NASD’s response was 
both decisive and instructive. It acted almost immediately to carve out NASD Regu- 
lation and the Nasdaq Stock Market (Nasdaq) as two distinct corporate entities, 
with separate Boards, management, and staff. And since then, we have taken this 
principle of independence even further, by spinning off Nasdaq entirely — with the 
sale of our last 27 percent of the company completed earlier this year. 

While there were many other changes of less significance that resulted from the 
SEC’s report with respect to the NASD, the bottom line was a much-strengthened 
role for the NASD’s staff and a paring back of many roles traditionally played by 
the industry. Nonetheless, the active involvement of the industry in self-regulation 
has remained the mainstay of its success. And during the more than six decades 
since this system was established, investors worldwide have flocked to our markets. 

The NASD’s Responsibilities 

The NASD has a comprehensive regime of regulatory duties. We writes rules to 
govern the conduct of our member firms, examine them for compliance with these 
rules, and discipline members if they fail to comply. Our market integrity services 
include professional testing and training, licensing and registration; examination of 
our member firms; investigation and enforcement; dispute resolution; and investor 
education. We also monitor all trading on Nasdaq, the largest volume market in the 
world, and other select securities and derivative markets. 

Our Rulemaking Process 

After an initial NASD staff determination that a rule or rule change is necessary 
to protect the public or strengthen market integrity, we begin a rigorous process to 
vet the rule and solicit industry and public input. The proposed rules or rule modi- 
fications are the result of input from our Board, industry, the SEC, consumer 
groups, the public, Congress, as well as arising from our own experience tracking 
markets and regulatory trends. 

The NASD’s rules must be approved by the SEC prior to becoming effective. Once 
a rule is finalized, our members are required to comply and put into place super- 
visory systems designed to achieve compliance with the new rule. NASD examiners, 
through routine cycle exams, surveillance monitoring and examinations for cause, 
evaluate firm compliance and recommend remedial actions by the firm, or discipli- 
nary action by the NASD where compliance does not meet our standards. 

Enforcement 

Tough and even-handed enforcement is a fundamental part of NASD’s mission. 
It not only ensures compliance and punishes wrongdoing, but also benefits the vast 
majority of our members who obey the rules and place investors first. For investors 
feel more confident using the markets when they know a tough cop is patrolling the 
beat. This is a fundamental aspect of our value to both the public and the industry. 

On average, the NASD files more than 1,000 new disciplinary actions annually, 
with sanctions ranging from censures to fines and suspensions to expulsion from the 
securities industry. We supplement our enforcement efforts with referrals to crimi- 
nal authorities and the SEC. In one important settlement alone this year, reached 
jointly with the SEC, the NASD, and the SEC each imposed sanctions of $50 million 
against a major investment bank for violating SRO rules by extracting illegal pay- 
backs from favored customers to whom it allocated “hot” IPO’s. 

While this role as writer and enforcer of rules is familiar territory for this Com- 
mittee, I would like to highlight some of the aspects of the NASD with which you 
may not be as familiar and some of the ways we carry out our regulatory functions. 

For instance, we have created and we maintain a vast database of well over one 
million current and former registered representatives that enables us to provide the 
public with information on securities firms and professionals. This Central Registra- 
tion Depository (CRD) is the largest such vehicle on the Internet. In 2001, we re- 
sponded to over 2 million public disclosure inquiries. Using this same technology, 
we developed and operate through a contract with the SEC and State securities reg- 
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ulators the Investment Adviser Registration Depository (IARD). We have registered 
some 10,000 investment advisers through IARD. 

It is also important to note that NASD Dispute Resolution is the largest dispute- 
resolution forum in the securities industry, with a docket that contains more than 
90 percent of the cases in the industry. 

And a point of particular importance to this Committee, considering its focus on 
financial literacy, is that we have an active Office of Individual Investor Education 
that brings increased attention and focus to this area of burgeoning importance. 

Why NASD Works: Some “First Principles” for Private Sector Regulation 

Private sector regulators bring to bear a keen practical understanding of the in- 
dustry. They can tap industry expertise and resources that are not readily available 
to governments. They foster investor protection and industry involvement. And they 
foster higher standards that go beyond simply complying with the law. 

Self-regulation works because the brokerage industry understands that market in- 
tegrity leads to investor confidence, which is good for business. The overwhelming 
majority of the NASD’s members comply willingly with the rules and the law. They 
view their own reputation for fair dealing and high standards as a competitive asset 
in a competitive industry. 

Private sector regulators are uniquely qualified to identify and respond to emerg- 
ing regulatory issues and keep their members appropriately informed. The NASD 
has developed a proactive program to ensure that members are timely apprised of 
emerging industry regulatory issues. Private sector regulators also are uniquely 
qualified to alert the general public to emerging regulatory issues. In this regard, 
the NASD has taken steps to reach out to the public through investor alerts and 
a host of written in-person and Internet-based investor education offerings. 

All this explains how private sector regulation can work. But why specifically does 
it work well in the securities industry? 

The first essential ingredient of the NASD’s success is independence. At least half 
our Board of Governors are a nonindustry representative. And our large, experi- 
enced professional staff is not beholden to the industry. 

Our governance structure relies on parties that have the right incentives to insist 
upon market integrity and investor confidence. Specifically, our Board includes rep- 
resentatives of the public, corporate issuers, and institutional investors, as well as 
the brokerage firms that make up our membership. The beauty of our system is that 
all these interests want markets that are fair, efficient, and safe. And no one stands 
to benefit from this more than the brokerage industry — which knows well that mar- 
ket integrity leads to investor confidence, which is good for business. 

This leads to our next key attribute, which is assured funding from that part of 
the private sector having the greatest interest in our effectiveness. The right people 
pay for the NASD’s services: Namely, the brokerage firms that profit from the inves- 
tor confidence that stems from market integrity. 

We are funded three ways: (1) through a gross assessment on firms based on their 
revenue; (2) a regulatory fee on every transaction that occurs on Nasdaq and on the 
InterMarket as our cost of regulating those trades generally; and (3) user fees, in- 
cluding various application costs and test fees, continuing education courses, and so 
forth. Every registered representative must also pay a small assessment when he 
or she registers. 

This steady and sufficient funding means that we can afford the sophisticated 
technology, techniques, and infrastructure it takes to regulate a fast-changing, tech- 
nology-intensive industry. NASD’s technology budget exceeds $150 million per year. 
No private sector regulator can succeed without sufficient ways and means. 

Another key to our success is that we have the combined ability to write rules, 
examine for enforcement of these rules and enforce the rules with teeth all under 
one roof. This consolidation of central regulatory functions reinforces our authority, 
competence, and credibility. 

As was discussed in detail in the preceding section, the NASD is empowered to 
discipline our members with sanctions tough enough to punish violations and deter 
future misconduct. Last year, we brought more than 1,200 disciplinary actions, re- 
sulting in over 800 expulsions or suspensions from the industry. That is a powerful 
sanction — the ability to bar someone from earning a livelihood in his or her chosen 
field. In an average year we levy well in excess of $10 million in monetary sanc- 
tions. Of course, with authority comes responsibility. Just as our members are 
accountable to the NASD, so we are accountable to the SEC. Strong oversight by 
Government regulators protects investors by ensuring that someone is watching the 
industry watchdog. 
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What Desirable Features Congress Should Consider in Fashioning an 
Oversight System For the Accounting Industry 

There are strong policy reasons to move in the direction of private sector regulator 
with strong SEC oversight for accounting. The advantages of such a solution over 
a purely governmental solution include the fact that when industry is involved, the 
regulator is able to tap private expertise in a way the Government cannot. And with 
industry assessed for the cost, the regulator can be better funded. This way the pro- 
fessional staff of lawyers, examiners, administrators, technologists, and analysts re- 
main top notch and able to keep pace with industry. This model provides the best 
of both worlds: Tough SEC oversight of a well-funded, well-staffed, frontline private 
sector regulator. 

While we would never presume to prescribe in detail what a new private sector 
regulator for the accounting industry should look like, we can, based on our analysis 
of what has been successful in the securities industry, illuminate the implications 
for such a body in the accounting industry, should Congress decide to move in this 
direction. 

First , the private sector regulator should be an independent organization, with a 
sizable, professional staff, and sufficient technology and infrastructure to stay apace 
of the accounting profession. It should seek maximum industry input consistent 
with maximum industry accountability. And it should consolidate as many of the 
industry’s central regulatory functions — especially in the areas of licensing, registra- 
tion, examination, and strong enforcement — under one roof as is feasible. This will 
reinforce its authority, competence, and credibility all at once. 

Second, it should have a strong mandate from the Government that sets its struc- 
ture and empowers its enforcement arm with full authority to discipline the indus- 
try. Any form of private sector regulation must be empowered to effectively enforce 
the rules: The ability to levy meaningful fines, place conditions on continued partici- 
pation in the industry, suspend, and where appropriate, banish those who mis- 
behave from the industry. This “ultimate sanction” is both a powerful deterrent for 
would-be violators and an important investor protection. 

Third, it should have a governance structure based on enlightened self-interest — 
namely, the need for effective auditing to produce numbers that investors can rely 
on and markets they can trust. This means a Board with interested parties much 
the same as the NASD’s: Solid public companies that want investors to have con- 
fidence in their financial statements; institutional investors; broker-dealers; and the 
public — with accountants being a small minority. 

Self-regulation does not mean that industry is left to its own devices. Public par- 
ticipation on an SRO Board is important not only to prevent any conflicts of inter- 
est, but also the appearance of such conflicts. 

Fourth, it should have assured funding from some of these same self-interested 
parties, especially those with the biggest stake in the success of the system that 
have tbe most to gain from thorough, fair, and transparent accounting practices. 
The best candidates might be issuers (with a small fee on new share registrations, 
10-K or 10-Q filings) and broker-dealers. And since they, of course, also have a 
major stake in the credibility of their audits, another source of funding could be ex- 
amination fees charged to the accounting firms themselves. 

An effective private regulatory system requires infrastructure, technology, and 
processes to provide quality, timely services. As we all know, monitoring compliance 
with accounting standards and principles in today’s global economy is a complex and 
technology-intensive process. The regulator for the accounting profession must be 
equally up-to-date and technology-intensive. 

And finally, it should be subject to strong, appropriate oversight from the SEC to 
institutionalize accountability. Oversight by Government regulators is essential to 
ensure the integrity of the process. It also provides an appropriate appellate forum 
for disciplinary actions. 

Conclusion 

Self-regulation in the securities industry has helped make the U.S. capital mar- 
kets the most successful and respected in the world. This system was the legislative 
embodiment of the belief that additional protections were needed to “protect the 
investor and the honest dealer from dishonest and unfair practices by the submar- 
ginal element in the industry.” These words are really the roots of the NASD’s cen- 
tral rule: “A member, in the conduct of his business, shall observe high standards 
of commercial honor and just and equitable principles of trade.” 

No one is under the illusion that the systemic flaws revealed by Enron can be 
set right without significant Government involvement. Even in the accounting in- 
dustry, where sef/-regulation has suffered a bad name, there is a vital role to be 
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played by private sector regulation which fully understands the industry but is not 
co-opted by it; which commands respect with accountants and credibility with inves- 
tors; and which allows the SEC to focus its scarce resources where they are most 
needed to police the honesty of the financial reporting that underpins the success 
of the U.S. capital markets. 


PREPARED STATEMENT OF JOEL SELIGMAN 

Dean and Ethan A.H. Shepley University Professor 
Washington University School of Law in St. Louis 
Public Member, American Institute of Certified Public 
Accountants Professional Ethics Executive Committee 

March 5, 2002 

Nearly 70 years ago, Supreme Court Justice Harlan Stone memorably observed 
at the dedication of the University of Michigan Law School Quadrangle: 

I venture to assert that when the history of the financial era which has 
just drawn to a close comes to be written, most of its mistakes and its 
major faults will be ascribed to the failure to observe the fiduciary prin- 
ciple, the precept as old as holy writ, that “a man cannot serve two mas- 
ters.” More than a century ago equity gave a hospitable reception to that 
principle and the common law was not slow to follow in giving it recogni- 
tion. No thinking man can believe that an economy built upon a business 
foundation can permanently endure without some loyalty to that principle. 

The separation of ownership from management, the development of the cor- 
porate structure so as to vest in small groups control over the resources of 
great numbers of small and uninformed investors, make imperative a fresh 
and active devotion to that principle if the modern world of business is to 
perform its proper function. Yet those who serve nominally as trustees, but 
relieved, by clever legal devices, from the obligation to protect those whose 
interests they purport to represent, corporate officers and directors who 
award to themselves huge bonuses from corporate funds without the assent 
or even the knowledge of their stockholders, reorganization committees cre- 
ated to serve interests of others than those whose securities they control, 
financial institutions which, in the infinite variety of their operations, con- 
sider only last, if at all, the interests of those whose funds they command, 
suggest how far we have ignored the necessary implications of that prin- 
ciple. The loss and the suffering inflicted on individuals, the harm done to 
a social order founded upon business and dependent upon its integrity are 
incalculable. 1 

The same year, 1934, that Justice Stone offered these observations, the Securities 
and Exchange Commission (SEC) began operations. By 1940, the SEC enforced six 
Federal securities laws. 2 

In the years since the SEC began operations, the U.S. securities markets have ex- 
perienced an almost unimaginable growth and vitality. 

The number of U.S. stockholders has increased from 1.5 million (or 1.2 percent 
of the population) in 1929 to 84 million (or 43.6 percent of the adult population) in 
1998. 3 As long ago as 1980, 133 million U.S. citizens indirectly owned shares 
through such intermediaries as mutual funds or pension plans. 4 

When the stock market began its collapse in September 1929, the aggregate value 
of all shares on the New York Stock Exchange (NYSE) was approximately $90 bil- 
lion. 5 By 2000, NYSE capitalization had grown to nearly $12.4 trillion. 6 Perhaps 


1 48 Harv. L. Rev. 1, 8 (1934). 

2 There are now seven Federal securities laws: The Securities Act of 1933, 15 U.S.C. §77a; 
the Securities Exchange Act of 1934, 15 U.S.C. §78a; the Public Utility Holding Company Act 
of 1935, 15 U.S.C. §79; the Trust Indenture Act of 1939, 15 U.S.C. §77aaa; the Investment 
Company Act of 1940, 15 U.S.C. §80a— 1; the Investment Advisers Act of 1940, 15 U.S.C. §80b- 
1; and the Securities Investor Protection Act of 1970, 15 U.S.C. §78aaa. For general description, 
see 1 Louis Loss & Joel Seligman, Securities Regulation 224—273 (3d ed. rev. 1998). 

3 Cf. Joel Seligman, The Obsolescence of Wall Street: A Contextual Approach to the Evolving 
Structure of Federal Securities Regulation. 93 Mich. L. Rev. 649, 654 (1995); N.Y. Stock Exch., 
Fact Book, 55-56 (2000). 

4 Seligman, supra n.3, at 658. 

5 Joel Seligman, The Transformation of Wall Street 1 (rev. ed. 1995). 

6 Securities Indus. Assoc., 2001 Securities Industry Fact Book at 48. 
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most remarkably in 2000, over $2.3 trillion in new securities was sold in some 
16,481 corporate underwritings and 3,540 private placements. 7 

Underlying these remarkable numbers was the longest sustained bull market in 
U.S. history. Focusing on year-end closing indexes, the Dow Jones Industrial Aver- 
age rose from 875 in 1981 to 11,497 in 1999, paralleling similar surges in other 
leading composite indexes. 8 To put this in other terms, between 1981 and 1999, the 
New York Stock Exchange stock market capitalization increased nearly 11 fold from 
$1.1 to $12.3 trillion. 9 

With this unprecedented success there also appears to have come a lulling of our 
institutional sensibilities. A widespread belief appears to have evolved in the U.S. 
financial community that time honored rules such as those that discourage conflicts 
of interest are quaint and easily circumvented. Too frequently, in recent years, 
sharp practitioners in business, investment banking, accounting, or law appear to 
have challenged the fundamental tenets of “full disclosure of material information” 
or “fair presentation of accounting results.” A deterioration in the integrity of our 
corporate governance and mandatory disclosure systems may well have advanced, 
not because of a novel strain of human cupidity, but because we had so much suc- 
cess, for so long, that we began to forget why fundamental principles of full disclo- 
sure and corporate accountability long were considered essential. 

No recent case better illustrates this deterioration than Enron. Enron was an ex- 
traordinarily fast growing provider, primarily of natural gas, electricity, and commu- 
nication products and services, 10 whose total assets quadrupled between 1996 and 

2000 from $16,137 to $65,503 billion. 11 Its 2000 Form 10-K annual report filed with 
the SEC was a consistently upbeat review of its many claimed successes, only un- 
usual because of Exhibit 21 to the certified financial statements which was a 49 
page list of subsidiaries. In 2001, Enron was seventh on the Fortune 500 list, with 
revenues in 2000 of $100.8 billion. 12 

Then, abruptly, essentially without warning, Enron melted down. A November 8, 

2001 Form 8-K stunningly stated: “Enron intends to restate its financial statements 
for the years ended December 31, 1999 through 2000 and the quarters ended March 
31 and June 30, 2001. As a result the previously issued financial statements for 
those periods and the audit reports covering the year-end financial statements for 
1992 to 2000 should not be relied upon.” 13 

This Committee, I know, is already familiar with the Enron Special Investigative 
Committee Report [Powers Report], chaired by University of Texas Law School Dean 
William Powers. Let me not here revisit its fact finding. I would like, however, to 
augment one type of fact finding made by the Special Investigative Committee. 

The Powers Report was critical of the required public disclosure of the LJM part- 
nerships which it characterized as systematically inadequate. 14 In Note 16 to the 
Enron Corporation 2000 Form 10-K, related party transactions are described in 
these terms: 

In 2000 and 1999, Enron entered into transactions with limited partner- 
ships (the Related Party) whose general partner’s managing member is a 
senior officer of Enron. The limited partners of the Related Party are unre- 
lated to Enron. Management believes that the terms of the transactions 
with the Related Party were reasonable compared to those which could 
have been negotiated with unrelated third parties. 

In 2000, Enron entered into transactions with the Related Party to hedge 
certain merchant investments and other assets. As part of the transactions, 
Enron (i) contributed to newly formed entities (the Entities) assets valued 


7 Id. at 12. 

8 Id. at 54. 

9 Id. at 48. 

10 Enron Corp. Form 10— K Item 1 — Business General. 

11 Id., Item 6 — Selected Financial Data. 

12 Fortune, April 16, 2001 at F-l. 

13 Item 5, Enron Corp. Form 8-K (November 8, 2001). 

14 [T]hese disclosures were obtuse, did not communicate the essence of the transactions com- 
pletely or clearly, and failed to convey the substance of what was going on between Enron and 
the partnerships. The disclosures also did not communicate the nature or extent of Fastow’s fi- 
nancial interest in the LJM partnerships. This was the result of an effort to avoid disclosing 
Fastow’s financial interest and to downplay the significance of the related-party transactions 
and, in some respects, to disguise their substance and import. The disclosures also asserted that 
the related-party transactions were reasonable compared to transactions with third parties, ap- 
parently without any factual basis. The process by which the relevant disclosures were crafted 
was influential substantially by Enron Global Finance (Fastow’s group). There was an absence 
of forceful and of effective oversight by Senior Enron Management and in-house counsel, and 
objective and critical professional advice by outside counsel at Vinson & Elkins, or auditors at 
Andersen. Id. at 17. 
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at approximately $1.2 billion, including $150 million in Enron notes pay- 
able, 3.7 million restricted shares of outstanding Enron common stock and 
the right to receive up to 18.0 million shares of outstanding Enron common 
stock in March 2003 (subject to certain conditions) and (ii) transferred to 
the Entities assets valued at approximately $309 million, including a $50 
million note payable and an investment in an entity that indirectly holds 
warrants convertible into common stock of an Enron’s equity method 
investee. In return, Enron received economic interests in the Entities, $309 
million in notes receivable, of which $259 million is recorded at Enron’s car- 
ryover basis of zero, and a special distribution from the Entities in the form 
of $1.2 billion in notes receivable, subject to changes in the principal for 
amounts payable by Enron in connection with the execution of additional 
derivative instruments. Cash in these Entities of $172.6 million is invested 
in Enron’s demand notes. In addition, Enron paid $123 million to purchase 
share-settled options from the Entities on 21.7 million shares of Enron com- 
mon stock. The Entities paid Enron $10.7 million to terminate the share- 
settled options on 14.5 million shares of Enron’s common stock outstanding. 

In late 2000, Enron entered into share-settled collar arrangements with the 
Entities on 15.4 million shares of Enron common stock. Such arrangements 
will be accounted for as equity transactions when settled. 

The first paragraph is an exercise in obfuscation. What transactions? How much 
money is involved? What risk is there to Enron? Who is the senior officer of Enron? 
How much is he or she paid? Who are the limited partners? What basis is there 
for management’s belief that the terms of these transactions “were reasonable com- 
pared to those which could have been negotiated with unrelated parties?” The sec- 
ond paragraph is more detailed but it is equally confusing. Why did Enron enter 
into these transactions? Who is the Related Party? What risk does Enron bear? 15 

There were other significant public disclosure issues that the Powers Report did 
not address in the same detail as it did related party transactions. The Report, for 
example, noted that the LJM2 entities had approximately 50 limited partners, “in- 
cluding American Home Assurance Co., Arkansas Teachers Retirement System, the 
MacArthur Foundation, and entities affiliated with Merrill Lynch, J.P. Morgan, 
Citicorp, First Union, Deutsche Bank, G.E. Capital, and Dresdner Kleinworth Ben- 
son.” 16 Newspaper accounts have raised the quite troublesome possibility that at 
least some of these limited partners had been shown different financial statements 
than were publicly disclosed. 17 

The Enron debacle has raised fundamental policy and regulatory questions, nota- 
bly including the following in corporate and securities law: 

(1) Perhaps most significant is the empirical question: Was Enron an isolated, but 
serious, breakdown or are the problems exposed there more widespread? By early 
February 2002, newspapers were reporting a market wide dampening of stock prices 
because of uncertainty whether the accounting, auditing, and corporate governance 
problems at Enron would prove widespread. 18 One article reported: “Last year, a 
study by Financial Executives International, a trade group for corporate executives, 
found that public companies had revised their financial results 464 times between 
1998 and 2000, nearly as many restatements as in the 20 previous years combined, 
and the problem probably worsened last year.” 19 

Nonetheless, the hard empirical work to gauge the magnitude of dysfunction 
either at Enron or generally is far from complete. The more we learn about inci- 
dence, types of dysfunction, and the causes of dysfunction, the more intelligently we 
can consider remedies. We are still very far away from a comprehensive analysis 


15 The Powers Report concluded: Overall, Enron failed to disclose facts that were important 
for an understanding of the substance of the transactions. The Company did disclose that there 
were large transactions with entities in which the CFO had an interest. Enron did not, however, 
set forth the CFO’s actual or likely economic benefits from these transactions and, most impor- 
tantly, never clearly disclosed the purposes behind these transactions or the complete financial 
statement effects of these complex arrangements. The disclosures also asserted without ade- 
quate foundation, in effect, that the arrangements were comparable to arm’s-length trans- 
actions. We believe that the responsibility for these inadequate disclosures is shared by Enron 
Management, the Audit and Compliance Committee of the Board, Enron’s in-house counsel, Vin- 
son & Elkins, and Andersen. Id. at 178. 

16 Id. at 73. 

17 A Fog Over Enron, and the Legal Landscape, N.Y. Times, January 27, 2002. Cf. McGeehan, 
Enron’s Deals Were Marketed to Companies by Wall Street, N.Y. Times, February 14, 2002 at 
Cl. 

18 Berenson, The Biggest Casualty of Enron’s Collapse of Confidence, N.Y. Times, February 
10, 2002 at §4 at 1. 

19 Ibid. 
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of Enron. Systematic review of other company’s SEC filings can reveal similar pat- 
terns of dysfunction, but not all, particularly, if like Enron, a key problem is unre- 
ported off balance sheet transactions. 

The first and most urgent need in the wake of Enron is not solutions, but facts. 

(2) Will the type of problem illustrated by Enron prove self-correcting, at least for 
the foreseeable future? Already there appear to be underway SEC, Justice Depart- 
ment, and private investigations or litigation. The SEC has now begun a series of 
regulatory initiatives, including proposed changes in corporate disclosure rules, that, 
among other points, significantly broaden the list of significant events that require 
current disclosure on Form 8-K. 20 Inevitably, without further legislative or regu- 
latory action, it is reasonable to anticipate enhanced board review of transactions, 
more detailed and precise disclosure in SEC filings, more demanding internal ac- 
counting controls and outside audits, and more skeptical investment analyst reports. 

It is too early to judge whether voluntary steps will suffice. We need both to bet- 
ter understand the problems involved and what voluntary steps will occur. There 
will be other steps from the self-regulatory organizations such as the NYSE that 
also need to be taken into account. 21 

A caveat is in order here. Voluntary steps often work well when there is a mood 
of crisis or a fear of legislation or regulation. There is a different type of uncertainty 
regarding whether voluntary steps will endure after a crisis mood has abated. 

(3) If structural or standard reform does prove necessary, there appears to be 
broad support for focusing on accounting standard setting and auditing regulation. 
In mid- January 2002 SEC Chairman Harvey Pitt proposed a new industry organiza- 
tion that will oversee auditor discipline. 22 In response, the Public Oversight Board, 
shortly later, voted to disband because of concern it was being “shunted aside.” 23 
Regardless of the fate of the POB the time seems ripe for a systematic review of 
accounting standard setting by the FASB, auditing oversight by the POB and other 
private and State agencies, and accountant independence. 24 


20 SEC to Propose New Corporate Disclosure Rules, Press Rel. 2002-22 (February 13, 2002). 
This Press Release explained in part: 

The Commission believes that markets and investors need more timely access to a greater 
range of important information concerning public companies than what is required by the exist- 
ing reporting system. Accordingly, the Commission intends to expand the types of information 
that companies must report on Form 8-K. Some of the items that the Commission is evaluating 
for inclusion in these reports include: 

• Changes in rating agency decisions and other rating agency contacts. 

• Transactions in the company’s securities, including derivative securities, with the executive 
officers and directors. 

• Defaults and other events that could trigger acceleration of direct or contingent obligations. 

• Transactions that result in material direct or contingent obligations not included in a pro- 
spectus filed by the company with the Commission. 

• Offerings of equity securities not included in a prospectus filed by the company with the 
Commission. 

• Waivers of corporate ethics and conduct rules for officers, for directors, and for other key 
employees. 

• Material modifications to rights of security holders. 

• The departure of the company’s CEO, CFO, COO, or president (or persons in equivalent 
positions). 

• Notices that reliance on a prior audit is no longer permissible, or that the auditor will not 
consent to use of its report in a Securities Act filing. 

• Definitive agreement that is material to the company. . . . 

• Any loss or gain of a material customer or contract. 

• Any material write-offs, restructurings, or impairments. 

• Any material change in accounting policy or estimate. 

• Movement or de-listing of the company’s securities from one quotation system or exchange 
to another. 

• Any material events, including the beginning and end of lock-out periods, regarding the 
company’s employee benefit, retirement, and stock ownership plans. 

Given the significance of current disclosure of these events to participants in the secondary 
markets, the Commission intends to propose that companies file reports of these events no later 
than the second business day following their occurrence. The Commission also is considering 
whether some of these events require filing by the opening of business on the day after the oc- 
currence of the event. 

21 See, e.g., SEC Review of Corporate Governance, Conduct Rules, SEC Press Rel. 2002-23 
(February 13, 2002). 

22 See Schroeder, SEC Proposes Accounting Disciplinary Body, Wall Street Journal, January 
17, 2002 at Cl; Pitt Elaborates on Proposal for New Board to Govern Accountants, Asks for Dia- 
logue, 34 Sec. Reg. & L. Rep. (BNA) 153 (2002). 

23 In Protest, POB Votes to Disband; Panel to Consider SEC Chief’s Urging Reversal, 34 Sec. 
Reg. & L. Rep. (BNA) 154 (2002). 

24 See, e.g., former SEC Chairman Levitt Renews Call for Additional Restrictions on Auditing 
Firms, 34 id. 155; Accounting Debacles Spark Calls for Change: Here’s the Rundown, Wall Street 
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The need for significant reform of the accounting profession has been particularly 
stressed in recent Congressional hearings . 25 

It is worth disaggregating several specific issues. 

• The off balance sheet transactions that Enron employed were made in accordance 
with generally accepted accounting standards. This has appropriately focused at- 
tention on the quality of the existing accounting standard setting organization, 
the Financial Accounting Standards Board (FASB). Long before Enron, the polit- 
ical and financial weaknesses of the FASB were much discussed. As former SEC 
Chairman David Ruder has stated: 

Despite its attempts to seek the views of the business community, the 
FASB faces difficulty in obtaining financing from business, which often 
objects to FASB standards that affect business interests. The FASB is 
financed through sales of its work product and through contributions by ac- 
counting firms and businesses. When businesses do not like the FASB’s 
standards or its process for creating then, they sometimes withdraw finan- 
cial support, or fail to provide it in the first place. The FASB continually 
faces difficulties in financing its operations. The accounting profession is 
supportive, but generally speaking business is not. Institutional investors 
and investment bankers, who benefit greatly from financial statement dis- 
closures, contribute little to the FAF, creating a classic free rider problem. 

I believe the solution to the financial pressures on the FASB would be to provide 
a system of financing . . . FASB should be financed by payments by preparers and 
users of financial statements. If a voluntary system cannot be established, Congress 
should enact legislation creating financing for the FASB . 26 

Paul A. Volcker, now Chair of the International Accounting Standards Committee 
Foundation, similarly has testified: 

. . . [PJroblems, building over a period of years, have now exploded into 
a sense of crisis. That crisis is exemplified by the Enron collapse. But 
Enron is not the only symptom. We have had too many restatements of 


Journal, February 6, 2002 at Cl; Leonhardt, How Will Washington Read the Signs? N.Y. Times, 
February 10, 2002 at §3 at 1. 

25 Former SEC Chairman Roderick M. Hills, for example, testified on February 12, 2002 to 
the Senate Committee on Banking, Housing, and Urban Affairs: 

. . . The system itself needs a major overhaul. The head of NYU’s Accounting Department, 
Paul Brown, put it well: 

“It is the old adage of a F.A.S.B. rule. It takes 4 years to write it, and it takes 4 minutes 
for an astute investment banker to get around it.” 

Second, it is increasingly clear that the accounting profession is not able consistently to resist 
management pressures to permit incomplete or misleading financial statements, and the profes- 
sion has serious problems in recruiting and keeping the highly qualified professionals that are 
needed. 

Third, the audit committees of too many boards are not exercising the authority given to them 
or the responsibility expected of them. . . . 

The financial papers produced dutifully each year by publicly-traded companies have become 
a commodity. Companies produce them largely because they are required to do so. Few CEO’s 
regard this work product as having any intrinsic value. Accounting firms compete for business 
more on price than on the quality of their personnel or procedures. 

If a company does take an interest in the structure of its balance sheet and profit and loss 
statement, it is far more likely to be caused by a desire to be innovative in how they report 
their profits than in the quality of the auditor’s work. They hire bankers and consultants to de- 
sign corporate structures that will give them a stronger looking balance sheet and, perhaps, 
keep the profits and losses of related companies off of their financial papers. 

Senate Committee on Banking, Housing, and Urban Affairs, Hearing on “Accounting and 
Investor Protection Issues Raised in Enron and Other Public Companies,” February 12, 2002 
(Testimony of Roderick M. Hills) at 1-2. 

26 Senate Committee, supra n. 25 (Testimony of David S. Ruder) at 5-6. 

After the bankruptcy of Enron in December 2001, SEC Chairman Harvey Pitt published How 
to Prevent Future Enrons, Wall Street Journal, December 11, 2001 at A18, which stated in part: 

• Private- sector standard setting that responds expeditiously, concisely and clearly to current 
and immediate needs. A lengthy agenda that achieves its goals too slowly, or not at all, like 
good intentions, paves a road to the wrong locale. 

• An effective and transparent system of self-regulation for the accounting profession, subject 
to our rigorous, but nonduplicative, oversight. As the major accounting firm CEO’s and the 
American Institute of Certified Public Accountants recently proposed, the profession, in common 
with us, must provide assurances of comprehensive and effective self-regulation, including moni- 
toring adherence to professional and ethical standards, and meaningfully disciplining firms or 
individuals falling short of those standards. Such a system has costs, but those who benefit from 
the system should help absorb them. 

See also Pitt Renews Call for Modernization of Disclosure, Regulatory Processes, 33 Sec. Reg. 
& L. Rep. (BNA) 1630 (2001). 
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earnings, too many doubts about “pro forma” earnings, too many sudden 
charges of billions of dollars to “good will,” too many perceived auditing 
failures accompanying bankruptcies to make us at all comfortable. To the 
contrary, it has become clear that some fundamental changes and reforms 
will be required to provide assurance that our financial reporting will be 
accurate, transparent, and meaningful. 27 

Congress or the SEC should systematically review the process and substance of 
accounting standard setting. It is urgently necessary to restore and strengthen the 
fundamental premise that financial statements will provide a “fair presentation” of 
an entity’s financial position. This both involves addressing specific disclosure items 
such as off balance sheet transactions, stock options, and derivatives and strength- 
ening the independence of accounting standard setting. The key here, as elsewhere, 
is money. You cannot expect a Government agency or private entity to be truly inde- 
pendent without an assured source of funds. Congress should explore means to leg- 
islate a user or accounting firm fee system that will provide such independence. 

• Enveloping Generally Accepted Accounting Principles is the SEC mandatory dis- 
closure system. The mandatory disclosure system deserves to be under sharp 
question. How could financial reporting practices sufficient to bankrupt the sev- 
enth largest industrial firm in the country so long go undisclosed? Is this simply 
an isolated instance of bad disclosure practices or is Enron suggestive of more 
systematic failure? 

The SEC has begun to grapple with the latter, more disturbing possibility. In De- 
cember 2001 the Commission issued a cautionary Release on “pro forma” financial 
information, 28 rapidly followed by a similar statement regarding the selection and 
disclosure of critical accounting policies and practices, 29 and in January 2002 by a 
consequential and broad new interpretation of the pivotal management discussion 
and analysis disclosure item. 30 

More needs to be done. The Commission and Congress should carefully review 
whether SEC oversight of the Generally Accepted Accounting Principles and the 
context of its mandatory disclosure system has unacceptably deteriorated. 

The Commission also needs to seriously and patiently review whether we today 
have the right construct of disclosure requirements, proceeding item by item, and 
whether changes in timing and delivery of data would be appropriate given evolving 
changes in technology and international securities trading. 

• At its core Enron involved an audit failure. The outside auditor both appeared to 
operate with significant conflicts of interest and to have been too beholden to a 
highly aggressive corporate management. 

Several aspects of the Enron audit failure deserve particular attention. 

First, the Public Oversight Board, primarily responsible for overseeing the SEC’s 
auditors, has been much criticized. Former SEC Chairman Harold Williams, for ex- 
ample, recently stated: 

The Public Oversight Board was created by the profession during my 
Chairmanship as an effort at self-regulation. We expressed concern at the 
time whether the peer review process administered by the profession would 
be adequate. But as believers in the principle of self-regulation, we con- 
cluded that the Board should have the opportunity to prove itself. In my 
opinion, the events over the intervening years have demonstrated that it 
does not meet the needs and is not adequate. Under the peer review system 
adopted in 1977, the firms periodically review each other. To my knowledge, 
there has never been a negative review of a major firm. However, the peer 
review is not permitted to examine any audits that are subject to litigation. 

The reviews focus on the adequacy of quality control procedures and do not 
examine the audits of companies to see if the peer would have arrived at 
a different conclusion. Peer review has proved itself insufficient. Particu- 


27 Senate Committee, supra n. 25 (Testimony of Paul A. Volcker, February 14, 2002) at 1. 

28 Sec. Act Rel. 8039, 76 SEC Dock. 896 (2001). 

29 Sec. Act Rel. 8040, 76 SEC Dock. 983 (2001). 

30 Sec. Act Rel. 8056, SEC Dock. (2002). 

This Commission statement delineated additional disclosure that should occur concerning (1) 
off balance sheet arrangements, (2) commodity contracts, including those indexed to measures 
of weather, commodity prices, or quoted prices of service capacity, such as energy and band- 
width capacity contracts; and (3) related party transactions. The Commission statement was 
premised on the assumption that Item 303(a) of Regulation S-K already requires disclosure of 
"known trends” or “known uncertainties” that could result in a registrant’s liquidity or capital 
resources increasing or decreasing in a material way. 
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larly as the Big Eight has become only the Big 5, peer review in its present 
form becomes too incestuous. A system needs to be established which is 
independent of the accounting profession, transparent and able to serve 
both effective quality control and disciplinary functions. 

Further, the Board is not adequately funded and is beholden for its fund- 
ing to the very people it is supposed to oversee. I suggest that the SEC con- 
sider a requirement that a percentage of the audit fees of public companies 
be assessed to pay for independent oversight, whether it is the Public Over- 
sight Board or a successor body, so that its funding is assured. 31 

The former SEC Chairman David Ruder would go further and replace the POB 
with “a new body which will be separate from the AICPA and whose board will be 
composed entirely of public members who have no connection to the accounting 
profession.” 32 

I believe at this time a new auditing self-regulatory organization is necessary. It 
should replace not just the POB, but also a Byzantine structure of accounting dis- 
ciplinary bodies which generally have lacked adequate and assured financial sup- 
port; clear and undivided responsibility for discipline; and an effective system of 
SEC oversight. The success of such a new SRO will be in careful attention to detail. 
I would recommend: 

• A legal structure similar to that in Sections 15A and 19 of the Securities Ex- 
change Act which apply to the securities associations and other securities industry 
self-regulatory organizations and addresses such topics as purposes, powers, and 
discipline. 33 

• A clear scope provision articulating which auditors should be subject to the new 
SRO and a mandate that they be subject to the SRO. 

• A privilege from discovery of investigative files to facilitate auditing discipline 
during the pendency of other Government or private litigation. 

• Crucially the new SRO should be permitted, subject to SEC oversight, to adopt 
new auditing standards that can evolve over time. These rules would be limited 
by SEC rulemaking and, of course, Congressional legislation. 

• As with the accounting standard setting body a pivotal decision involves funding. 
To effectively operate over time any new auditing SRO must have an assured 
source of funding. The most logical basis of such funding may prove to be a Con- 
gressionally mandated fee on covered auditing firms. 

• The new SRO will need to draw on the expertise of the accounting profession to 
ensure technical proficiency. A supervisory board with a minority of industry rep- 
resentatives and a majority of public representatives may prove to be an appro- 
priate balance. The chair of such a board, however, should be a public member. 

• I believe the most significant issue may prove to be who conducts periodic exami- 
nations and inspections. To paraphrase the classical adage: Who will audit the 
auditors? I would urge serious consideration be devoted to replacing peer review 
with a professional examination staff in the new SRO. Peer review has been, to 
some degree, unfairly maligned. But even at its best it involves competitors re- 
viewing competitors. The temptation to go easy on the firm you review lest it be 
too critical of you is an unavoidable one. While the inspection processes of the 
New York Stock Exchange and the NASD Reg are not panaceas, then suggest a 
workable improvement. 

• Finally, it may prove particularly wise to statutorily replicate § 15(b)(4)(E) of the 
Securities Exchange Act which can impose liability on a broker-dealer who has 
“failed reasonably to supervise.” Particularly in firms with as many offices as the 
leading auditing firms, a clearly delineated supervision standard strikes me as 
vital to effective law compliance. 

Second, a separate, not mutually exclusive approach, would be to require manda- 
tory rotation of auditors at specific intervals such as 5 or 7 years. 34 


31 Senate Committee, supra n. 25 (Testimony of Harold M. Williams) at 3. 

32 Senate Committee, supra n. 25 (Testimony of Ruder) at 4. Ruder explains in ibid: 

The POB has functioned well in the past, and there is much to learn from its organization 
and operations. However, although the POB’s powers have been strengthened, it does not have 
sufficient budget to allow it to function effectively. It does not have the power to force accounting 
firms to provide the documents necessary to complete investigations, nor does it have the power 
to promise that documents received will be protected against discovery in private litigation. It 
is forced to rely upon the accounting profession itself to engage in enforcement activities. Most 
important, its connection to the AICPA creates an appearance of control by that body. 

33 6 Louis Loss & Joel Seligman, Securities Regulation 2692—2723, 2787—2830 (3d ed. 1990). 

34 Former SEC Chairman Harold Williams has advocated this approach: 


Continued 
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Third, particular attention has been devoted to the wisdom of separating account- 
ing firm audit services from consulting. One early result of Enron has been an ac- 
celeration of this process by voluntary means in the Big 5 accounting firms. 35 Con- 
gress or the SEC should consider whether a statute or regulation should require 
such separation and, if so, how best to define which consulting services and which 
accounting firms should be subject to the new law or rule. 

Fourth, a key SEC reform of the 1970’s, the Board of Directors audit committee, 
has also been sharply criticized for its ineffectuality. Former SEC Chairman Rod- 
erick Hills, during whose term in 1977, the New York Stock Exchange adopted the 
requirement of the independent audit committee was both detailed in his delinea- 
tion of shortcomings and in his proposed solutions: 

• Audit committees may consist of people who satisfy the objective criteria of inde- 
pendence, but their election to the board is too often the whim of the CEO, who 
decides each year who will sit on the audit committee and who will chair it. 

• Audit committees too often seek only to reduce the cost of the audit rather than 
to seek ways to improve its quality. They do not play a sufficient role in deter- 
mining what the fair fee should be. 

• Audit committees seldom ask the auditor if there is a better, fairer way to present 
the company’s financial position. 

• Audit committees seldom play a role in selecting a new audit firm or in approving 
a change in the partner in charge of the audit. They may well endorse an engage- 
ment or the appointment of a new team, but they are not seen as material to the 
selection process. 

• Audit committees seldom establish themselves as the party in charge of the audit. 
Congress may wish ... to require that: 

• Corporations of a certain size with publicly-traded stock have an effective, inde- 
pendent audit committee in order to avoid a finding that there is a material weak- 
ness in the corporation’s internal controls. 

• Corporations of a certain size have an independent nominating committee with 
the authority to secure new directors and appoint all members of the audit com- 
mittee. 

• Audit committees be solely responsible for the retention of accounting firms and 
be responsible for the fees paid them. 36 

I believe former Chairman Hills proposals should be seriously considered. 

(4) A separate principal culprit at Enron was a dysfunctional corporate manage- 
ment, broadly potentially including senior executives, the board, board committees, 
internal accounting systems, the outside auditor, and both internal and outside legal 
counsel. 37 The genius of U.S. corporate law, if genius there be, is its redundant sys- 


I would urge the Commission to consider a requirement that a public company retain its audi- 
tor for a fixed term with no right to terminate. This could be for 5 years or perhaps the Biblical 
seven. After that fixed term, the corporation would be required to change auditors. As a con- 
sequence of such a requirement, the auditor would be assured of the assignment and, therefore, 
would not be threatened with the loss of the client and could exercise truly independent judg- 
ment. Under such a system the client would lose its ability to threaten to change auditors if 
in its judgment the assigned audit team was inadequate. It would also reduce the client’s ability 
to negotiate on fees, and almost certainly the audit would cost more. The required rotation of 
auditors would also involve the inefficiency of the learning curve for the new auditor. I view 
all of these potential costs acceptable if it reinforces the auditor’s independence and makes the 
work more comprehensive. The client could be given a right to appeal to a reconstituted inde- 
pendent oversight organization if it believes that it is not well served by its auditor and needs 
some relief. Senate Committee, supra n. 56 (Testimony of Williams) at 2. 

35 Former Chairman David Ruder thoughtfully explained: 

One of the substantial worries regarding the Andersen audit of Enron has been that Andersen 
not only audited Enron, but also was paid approximately the same amount for nonaudit serv- 
ices. It has been reported that in the year 2000 Andersen was paid audit fees of approximately 
$25 million and nonaudit fees of approximately $27 million. Comparisons of the amounts of 
audit fees to nonaudit fees for a range of companies and auditors have revealed ratios of 
nonaudit to audit fees ranging as high as nine to one. The expressed general concern is that 
an audit cannot be objective if the auditor is receiving substantial nonaudit fees. 

The accounting profession seems to have recognized that management consulting services, 
which involve accounting firms in helping management make business decisions, should not be 
performed for an audit client. Three of the Big 5 accounting firms (Andersen, Ernst & Young, 
and KPMG) have now separated their management consulting units from their audit units by 
contractual splits and spinoffs, and a fourth (PricewaterhouseCoopers) has announced its inten- 
tion to split off its management consulting unit in a public offering. { Wall Street Journal, p. 3, 
January 31, 2002) The fifth firm should also do so, or at least refrain from offering management 
consulting services to audit clients. Senate Committee, supra n. 25 (Testimony of Ruder) at 2. 

36 Senate Committee, supra n. 25 (Testimony of Hills) at 5, 8. 

37 As former SEC Chairman David Ruder testified: 



581 


terns of corporate accountability. The Board is intended to monitor the principal ex- 
ecutives. Outside accountants and outside legal counsel are supposed to buttress 
this accountability system as are a series of legal devices, most notably including 
board and executive potential liability for false and misleading filings with the SEC 
and State corporate law negligence liability. 

The overlapping accountability systems can individually fail. What made Enron 
unusual is that they all appeared to fail simultaneously. 

I am skeptical that similar simultaneous dysfunction will prove widespread. 

I am also mindful that poorly designed new regulatory solutions could stultify the 
type of product innovation and risk-taking that has been consequential to the recent 
growth of the U.S. economy. I am also aware that corporate governance has largely 
been addressed by State corporate law. 

At the Federal level, I anticipate that reforms related to the dysfunction in Enron 
management will be indirect, based on the more effective use of the mandatory dis- 
closure system and litigation, rather than direct such as proposals for the SEC to 
audit each registered firm or select directors. Among other proposals that should be 
thoughtfully reviewed will be: 

First, increasing the size of the SEC staff to increase the number of filings re- 
viewed and enforcement investigations conducted. 38 

Second, considering whether to strengthen private enforcement of the Federal se- 
curities laws by reviewing whether the Private Securities Litigation Reform Act of 
1995 has deterred or needlessly delayed meritorious lawsuits. 39 

Third, considering whether it would be wiser to permit private aiding and abet- 
ting actions against attorneys and auditors and reverse through legislation the 1994 
U.S. Supreme Court decision in Central Bank, 40 which held that such actions could 
not be implied from the key Federal securities law fraud remedy, Securities Ex- 
change Act Rule 10b-5. 41 

(5) One step removed from Enron, but strongly suggested by its failure are serious 
questions of the integrity of investment analysts. As former SEC Chairman Arthur 
Levitt, Jr. emphatically testified in February 2002: 

... For years, we have known that analysts’ compensation is tied to 
their ability to bring in or support investment banking deals. In early De- 
cember, with Enron trading at 75 cents a share, 12 of the 17 analysts who 
covered Enron, rated the stock either a hold or buy. 

Two years ago, I asked the New York Stock Exchange and the National 
Association of Securities Dealers to require investment banks and their an- 
alysts to disclose clearly all financial relationships with the companies they 
rate. Last week, we finally saw a response from the self-regulators. But it 
is not enough. Wall Street’s major firms — not its trade group — need to take 
immediate steps to reform how analysts are compensated. As long as ana- 


The primary fault in the Enron failure seems to be poor management. From all accounts it 
appears that Enron became overly aggressive in its efforts to dominate the energy trading mar- 
kets, engaged in highly leveraged off balance sheet financing, engaged in extremely aggressive 
accounting, overstated its earnings, failed to disclose the true nature of its corporate and finan- 
cial structure, and eventually lost the confidence of its creditors and trading counter parties. 
Enron management appears to be primarily to blame. . . . 

. . . the Enron problems represent a failure in corporate governance. One striking aspect of 
this failure is Enron’s apparent lack of respect for the accounting system that underlies financial 
reporting. Enron seems to have purposely attempted to avoid disclosure of its true finances. In- 
stead it should have utilized the accounting system as a means of assisting it to make sound 
management decisions and as a source of information helping it to provide the securities mar- 
kets with a truthful statement of financial condition. Senate Committee, supra n. 25 (Testimony 
of Ruder) at 6-7. 

Similarly former Chairman Hills observed: 

Finally, it must be said on this point that unless one has been subjected to a serious corporate 
meltdown, you cannot possibly appreciate the enormous discretion that management has under 
GAAP to present its financial position. By changing depreciation schedules, by using different 
estimates or by adopting different strategies or assumptions, a company can make enormous 
changes in its annual income. Management too often makes these “top-level” adjustments with- 
out adequate disclosure to the public about how much their current earnings depend on such 
adjustments. A corporate meltdown in which I was involved 3 years ago was caused by top-level 
adjustments that accounted for 40 percent of the company’s total income and led to a corporate 
admission that billions of dollars of income had been improperly reported. Senate Committee, 
supra n. 25 (Testimony of Hills) at 3. 

38 Cf. Norris, Will SEC’s Needs Be Met? Not by Bush, N.Y. Times, February 8, 2002 at Cl. 

39 See 10 Louis Loss & Joel Seligman, Securities Regulation 4636-4669 (3d ed. rev. 1996). 

40 Central Bank of Denver, N.A. v. First Interstate Bank of Denver, N.A., 511 U.S. 164 (1994). 

41 9 Louis Loss & Joel Seligman, Securities Regulation 4479—4488 (3d ed. 1992 & 2001 Ann. 
Supp.). 
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lysts are paid based on banking deals they generate or work on, there will 
always be a cloud over what they say. 42 

Congress should broadly investigate whether investment banks have adequately 
maintained “Chinese walls” between the retail brokerage and underwriting and 
whether, more fundamentally, securities firms that underwrite should be separated 
from retail brokerage. 43 These are not new questions 44 but they have been revived 
by Enron. I am very skeptical that separation here will prove wise. But to put the 
matter bluntly, the quality of investment advice has raised fundamental questions. 

An alternative approach worth considering would be a new form of adviser lia- 
bility for recommendations without a reasonable basis. Increased SEC inspection 
cycles to review the basis of adviser recommendations is also now in order. 

Conclusion 

There will be other proposals, both within the framework of corporate and securi- 
ties law and without, no doubt, that should receive serious consideration. At its core 
Enron was a triumph of aggressive and of financial chicanery over time honored 
concepts such as “fair presentation” of financial information and “full disclosure” of 
material information. After thoughtful and diligent investigation, I anticipate at 
least one inevitable result. Our traditional commitment to avoiding or fully dis- 
closing conflicts of interest will be systematically reinvigorated. 


PREPARED STATEMENT OF JOHN C. COFFEE, JR. 

Adolf A. Berle Professor of Law, Columbia University School of Law 

March 5, 2002 

Introduction 

I want to thank the Committee for inviting me to appear today. Because I realize 
that you are covering a broad range of issues and have only limited time to listen 
to any individual witness, I believe that my contribution will be the most useful if 
I focus on just two issues: (1) What powers, duties, and standards should Congress 
include in any legislation that establishes a self-regulatory body to oversee the au- 
diting profession? and (2) How should Congress respond to the evidence that con- 
flicts of interest do bias the recommendations and research of securities analysts? 

If we focus only on Enron, it cannot prove by itself that there is a crisis or that 
either auditors or securities analysts have been compromised by conflicts of interest. 
By itself, Enron is only an anecdote — bizarre, vivid, and tragic as it may be. But 
Enron does not stand alone. As I elaborated in detail in testimony before the Senate 
Commerce Committee on December 17, 2001 (and thus will not repeat at any length 
here), Enron is part of a pattern. As the liabilities faced by auditors declined in the 
1990’s and as the incentives auditors perceived to acquiesce in management’s desire 
to manage earnings increased over the same period (because of the opportunities to 
earn highly lucrative consulting revenues), there has been an apparent erosion in 
the quality of financial reporting. Assertive as this conclusion may sound, a bur- 
geoning literature exists on earnings management, which indicates that earnings 
management is conscious, widespread, and tolerated by auditors within, at least, 
very wide limits. 1 Objective data also shows a decline in the reliability of published 
financial results. To give only the simplest quantitative measure, from 1997 to 2000, 
there were 1,080 earnings restatements by publicly-held companies. 2 Most impor- 
tantly, there has been a significant recent increase in the number of earnings re- 
statements. Earnings restatements averaged 49 per year from 1990 to 1997, then 


42 Senate Committee, supra n. 56 (Testimony of Arthur Levitt, Jr.) at 2. 

43 Wayne, Congress’s Scrutiny Shifts to Wall Street and Its Enron Role, N.Y. Times, February 
19, 2002 at Al. 

44 See, e.g., 6 Louis Loss & Joel Seligman, Securities Regulation 2977-2980 (3d ed. 1990). 
(Proposed segregation of brokerage and underwriting in 1930’s), 8 Louis Loss & Joel Seligman, 
Securities Regulation 3618—3631 (3d ed. 1991) (Chinese Wall). 

1 I summarize much of this literature and the absence of any meaningful effort at internal 
self-discipline in a recent article. See Coffee, The Acquiescent Gatekeeper: Reputational, Inter- 
mediaries, Auditor Independence and the Governance of Accounting (2001). This article, written 
well before the Enron story broke, is available on the Social Science Research Network (SSRN) 
at www.ssrn.com at id=270994. 

2 See George Moriarty and Philip Livingston, “Quantitative Measures of the Quality of Finan- 
cial Reporting,” 17 Financial Executive 55 (July 1, 2001). 
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increased to 91 in 1998, and soared to 150 in 1999 and 156 in 2000. 3 Put simply, 
this sudden spike in earnings restatements is neither coincidental nor temporary. 

Worse yet, the accounting profession is conspicuous by its lack of any meaningful 
mechanism for internal self-discipline. This void contrasts starkly with the govern- 
ance structure of the broker-dealer industry, where the National Association of 
Securities Dealers (NASD) administers a vigorous and effective system of internal 
discipline. Because both brokers and auditors ultimately serve the same constitu- 
ency — for example, investors — this disparity is unjustifiable. Put simply, American 
corporate governance depends at bottom on the credibility of the numbers. Only if 
financial data is accurate can our essentially private system of corporate governance 
operate effectively. Today, there is doubt about the reliability of reported financial 
data — and also about the independence and objectivity of the two watchdogs who 
monitor and verify that data: Namely, auditors and securities analysts. 

What should Congress do about the crisis? While there is a case for raising the 
liabilities that auditors and analysts face, I am fully aware that many are skeptical 
of private enforcement of law through class and derivative actions. Essentially, this 
asks a third watchdog — the plaintiff’s attorney — to monitor the failings of the first 
two (auditors and analysts), and plaintiff’s attorneys may have their own misincen- 
tives. Also, it may still be too early to ask Congress to revisit the Private Securities 
Litigation Reform Act of 1995 (the PSLRA). Thus, both in my December appearance 
before the Senate Commerce Committee and again today, I urge Congress to give 
fuller consideration to public enforcement through the creation or strengthening of 
self-regulatory organizations (SRO’s). An SRO already exists with jurisdiction over 
securities analysts (for example, the NASD), but one needs to be created from whole 
cloth in the case of auditors. Thus, my comments will focus first on the creation of 
a new SRO for auditors and then how to strengthen the oversight of analysts. 

An SRO for Auditors: Some Suggested Standards 

The governance of accounting is today fragmented and indeed Balkanized among 
(1) State boards of accountancy, (2) private bodies, of which there are essentially 
seven, and (3) the SEC, which has broad antifraud jurisdiction, but less certain au- 
thority under Rule 102(e) of its Rules of Practice. 4 Disciplinary authority is particu- 
larly divided within the profession. The Quality Control Inquiry Committee (QCIC) 
of the SEC Practice Section of the American Institute of Certified Public Account- 
ants (AICPA) is delegated responsibility to investigate alleged audit failures involv- 
ing SEC clients arising from litigation or regulatory investigations, but it is charged 
only with determining if there are deficiencies in the auditing firm’s system of qual- 
ity control. The Professional Ethics Executive Committee (PEEC) of the AICPA is 
suppose to take individual cases on referral from the QCIC, but as a matter of “fair- 
ness” PEEC will automatically defer, at the subject firm’s request, any investigation 
until all litigation or regulatory proceedings have been completed. In short, the in- 
vestor’s interest in purging corrupt or fraudulent auditors from the profession is 
subordinated to the firm’s interest in settling litigation cheap, uninfluenced by any 
possible findings of ethical lapses. 

Little in this system merits retention. Legislation is necessary to create a body 
that would have at least the same powers, duties and obligations as the NASD. In 
truth, however, the legislation that created the NASD in 1938 (the Maloney Act) is 
not an ideal model, given its general lack of specific guidance. Rather, model legisla- 
tion should have the following elements: 

1. Rulemaking Power. The SRO should be specifically authorized to (1) address 
and prohibit conflicts of interest and other deficiencies that might jeopardize either 
auditor independence or the public’s confidence in the accuracy and reliability of 
published financial statements, and (2) establish mandatory procedures, including 
procedures for the retention of accountants by publicly-held companies and for the 
interaction and relationship between the accountants and audit committees. This is 
a broad standard — and deliberately so. It could authorize the SRO to require that 
auditors be retained and/or fired by the audit committee and not by the company’s 
management. In addition, the SRO should be authorized to affirmatively mandate 


3 Id. 715 of these restatements involved Nasdaq listed companies; 228 involved New York 
Stock Exchange companies; the rest were listed either on the American Stock Exchange or were 
traded in the over-the-counter market. Premature revenue recognition was found to be the lead- 
ing cause of restatements. 

4 17 CFR §201.102. The SEC’s authority under Rule 102(e) was clouded by the D.C. Circuit’s 
decision in Checkosky v. SEC, 139 F.3d 221 (D.C. Cir. 1998) (dismissing Rule 102(e) proceeding 
against two accountants of a “Big 5” firm). The SEC revised Rule 102 in late 1998 in response 
to this decision (see Securities Act. Rel. No. 7593 (October 18, 1998), but its authority in this 
area is still subject to some doubt that Congress may wish to remove or clarify. 
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the adoption and use of new or improved quality control systems, as they from time 
to time become accepted. 

2. Mandatory Membership. All outside auditors preparing or certifying the finan- 
cial statements of publicly-held companies or of companies conducting registered 
public offerings would be required to be members in good standing, and suspension 
or ouster from the SRO would render an auditor unable to certify the financial 
statements of such companies. 

3. SEC Supervision. SEC approval of the initial registration of such an SRO and 
of all amendments to its rules would be mandated, just as in the case of the NASD. 
The SEC would also have authority to amend the SRO’s rules in compliance with 
a statutory “public interest” standard. Finally, the SEC should have authority to 
sanction, fine, or suspend the SRO and to remove or suspend its officers or directors 
for cause. 

4. Enforcement Powers. The SRO should have the same authority to impose finan- 
cial penalties or to suspend or disbar an auditor from membership, or to suspend, 
disbar, fine, or censure any associated professional. Such fines and penalties should 
not require proof of fraud, but only a demonstration of negligent or unethical con- 
duct. Subpoena authority should also be conferred, and a failure to cooperate or to 
provide evidence should be grounds for discipline or dismissal. 

5. Duties of Supervisory Personnel. A common response of organizations caught 
in a scandal or a criminal transaction is to blame everything on a “rogue” employee. 
Yet, such “rogues” are often responding to winks and nods from above (real or per- 
ceived) or to an organizational culture that encourages risk-taking (Enron is again 
symptomatic). The Federal securities laws impose duties on supervisory personnel 
in brokerage firms to monitor their employees, and a parallel standard should apply 
to supervisory personnel in auditing firms. 

6. Governance. The SRO should have at least a supermajority (say, 66% percent) 
of “public” members, who are not present or recently past employees or associated 
persons of the auditing industry. 

7. Prompt Enforcement. The practice now followed by PEEC of deferring all dis- 
ciplinary investigations until civil litigation and regulatory investigations have been 
resolved is self-defeating and unacceptable. It might, however, be possible to render 
the findings and disciplinary measures taken by the SRO inadmissible in private 
civil litigation. 

Securities Analysts 

What Do We Know About Analyst Objectivity 

A number of studies have sought to assess the impact of conflicts of interest upon 
the objectivity of securities analyst recommendations. Additional evidence was also 
recently collected at hearings held in June 2001 by the Subcommittee on Capital 
Markets, Insurance and Government Sponsored Enterprises of the House Financial 
Services Committee. This data is probably more germane, and merits greater reli- 
ance, than the well-known statistic that an alleged 100:1 ratio exists between the 
“buy” recommendations and “sell” recommendations made by securities analysts. Al- 
though the actual ratio may be somewhat less extreme than 100:1, 5 the real prob- 
lem with this statistic is that it is not necessarily the product of conflicts of interest. 
That is, analysts employed by brokerage firms (as all “sell-side” analysts are) have 
a natural incentive to encourage purchase or sale transactions. For this purpose, 
“buy” recommendations are more useful than “sell” recommendation, because all cli- 
ents can buy a stock, but only existing holders can sell as a practical matter. 

Other data better illustrates the impact of conflicts of interest on analysts. Among 
the most salient findings from recent research are the following: 

1. Conflict of Interests. Several studies find that “independent” analysts (for ex- 
ample, analysts not associated with the underwriter for a particular issuer) behave 
differently than analysts who are so associated with the issuer’s underwriter. For 
example, Roni Michaely and Kent Womack find that the long-run performance of 
firms recommended by analysts who are associated with an underwriter was signifi- 
cantly worse than the performance of firms recommended by independent securities 
analysts. 6 They further find that stock prices of firms recommended by analysts 
associated with lead underwriters fall on average in the 30 days before a recom- 


5 A December 2000 Thomson Financial Survey reported that 71 percent of all analyst rec- 
ommendations were “buys” and only 2.1 percent were sells. Apparently, only 1 percent of 28,000 
recommendations issued by analysts during late 1999 and most of 2000 were “sells.” This study 
also finds that the overall “buy” to “sell” ratio shifted from 6:1 in the early 1990’s to 100:1 by 
sometime in 2000. Of course, this shift also coincided with the Nasdaq bull market of the 1990’s. 

6 See R. Michaely and K. Womack, Conflict of Interest and the Credibility of Underwriter Ana- 
lyst Recommendations, 12 Review of Financial Studies 653 (1999). 
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mendation is issued, while the stock prices of firms recommended by analysts not 
so associated with underwriters rose on average over the same period. Finally, the 
mean long-run performance of buy recommendations made by analysts on nonclients 
is more positive than the performance of recommendations made on clients — at least 
for 12 out of 14 brokerage firms. 

Still another study by CFO Magazine reports that analysts who work for full-serv- 
ice investment banking firms have 6 percent higher earnings forecasts and close to 
25 percent more buy recommendations than do analysts at firms without such ties. 7 
Similarly, using a sample of 2,400 seasoned equity offerings between 1989 and 1994, 
Lin and McNichols find that lead and co-underwriter analysts’ growth forecasts and 
particularly their recommendations are significantly more favorable than those 
made by unaffiliated analysts. 8 

2. Pressure and Retaliation. In self-reporting studies, securities analysts report 
that they are frequently pressured to make positive buy recommendations or at 
least to temper negative opinions. 9 Sixty-one percent of analysts responding to one 
survey reported personal experience with threats of retaliation from issuer manage- 
ment. 10 Similarly, former Acting SEC Chairman Laura Unger noted in a recent 
speech that a survey of 300 chief financial officers found that 20 percent of surveyed 
CFO’s acknowledged withholding business from brokerage firms whose analysts 
issued unfavorable research. 11 This is a phenomenon that is almost certain to be 
underreported. 

This data should not be overread. It does not prove that securities research or 
analyst recommendations are valueness or hopelessly biased, but it does tend to con- 
firm what one would intuitively expect: Namely, conflicts of interest count, and con- 
flicted analysts behave differently than unaffiliated or “independent” analysts. 

The Regulatory Response 

In light of public criticism regarding securities analysts and their conflicts of 
interest, the National Association of Securities Dealers (NASD) proposed Rule 2711 
(Research Analysts and Research Reports) in early February 2002. 12 Proposed Rule 
2711 is lengthy, complex and has not yet been adopted. Nonetheless, because its 
adoption in some form seems likely, a brief analysis of its contents seems useful as 
an introduction to what further steps Congress should consider. 

Basically, Rule 2711 does seven important things: 

(1) It places restrictions on investment banking department’s relationship with 
the “research” or securities analyst division of an integrated broker-dealer firms. 

(2) It restricts the prepublication review of analyst research reports by the subject 
company and investment banking personnel. 

(3) It prohibits bonus or salary compensation to a research analyst based upon 
a specific investment banking services transaction. 

(4) It prohibits broker-dealers from promising favorable research or ratings as 
consideration or an inducement for the receipt of business or compensation. 

(5) It extends the “quiet period” during which the broker-dealer may not publish 
research reports regarding a company in an IPO for which the firm is acting as a 
manager or co-manager for 40 calendar days from the date of the offering. 

(6) It restricts analysts ability to acquire securities from a company prior to an 
IPO or to purchase or to sell for a defined period before or after the publication of 
research report or a change in a rating or price target. 

(7) It requires extensive disclosure by an analyst of certain stock holdings or com- 
pensation or other conflict of interest relationships. 

All of these prohibitions are subject to substantial exceptions and/or qualifica- 
tions, and it is debatable whether some can be effectively monitored. Only time and 
experience with proposed Rule 2711 can tell us whether its exceptions will over- 
whelm the rule. Nonetheless, Rule 2711 represents a serious and commendable 
effort to police the conflicts of interest that exist within broker-dealer firms that 
both underwrite securities and provide securities research and recommendations. In 
this light, the most important question is: What else can or should Congress do? 
Are these topics or areas that Rule 2711 has not addressed that Congress should 
address? These are considered below: 


7 See S. Barr, “What Chinese Wall,” CFO Magazine, March 1, 2000. 

8 H. Lin and M. McNichols, Underwriting Relationships and Analysts’ Earnings Forecasts and 
Investment Recommendations, 25 J. of Accounting and Economics 101 (1997). 

9 J. Cote, Analyst Credibility: The Investor’s Perspective, 12 J. of Managerial Issues 351 (Fall 
2000 ). 

10 D. Galant, “The Hazards of Negative Research Reports,” Institutional Investor, July 1990. 

11 Laura Unger, “How Can Analysts Maintain Their Independence?” Speech at Northwestern 
Law School (April 19, 2001). 

12 See File No. SR-NASD-2002-21 (February 8, 2002). 
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Congressional Options 

The overriding policy question is whether conflicts of interest relating to securities 
research should be prohibited or only policed. As I will suggest below, this question 
is not easily answered, because there are costs and imperfections with both options: 

1. Radical Reform: Divorce Investment Banking From Securities Research. Con- 
gress could do what it essentially did a half century ago in the Glass-Steagall Act: 13 
namely, prohibit investment banking firms that underwrite securities from engaging 
in a specified activity (here, providing securities research to all, or at least certain, 
customers). Arguably, this is what Congress and the SEC have already proposed to 
do with respect to the accounting profession: For example, separate the auditing and 
consulting roles performed by accountants. Here the conflict might be thought to be 
even more serious because the empirical evidence does suggest that the advice given 
by conflicted analysts is different from the advice given by independent analysts. 

But this divestiture remedy is here even more problematic than in the case of the 
original Glass-Steagall Act. Put simply, securities research is not a self-sufficient 
line of business that exist on a freestanding basis. To be sure, there are a limited 
number of “independent” securities research boutiques (Sanford C. Bernstein & Co. 
is probably the best known and the most often cited example) that do not do the 
underwriting, but still survive very well. Yet this is a niche market, catering to in- 
stitutional investors. Since May 1, 1975 (Mayday) when the old system of fixed com- 
missions was ended and brokerage commissions became competitively determined, 
commission have shrunk to a razor-thin margin that will not support the costs of 
securities research. Instead, securities research (for example, the salaries and ex- 
penses of securities research) is essentially subsidized by the investment banking 
division of the integrated broker-dealer firm. The problematic result is at the same 
time to subsidize and arguably distort securities research. 

This point distinguishes the securities analysts from the accountant. That is, if 
the auditor is prohibited from consulting for the client, both the auditing and the 
consulting function will survive. But, in particular because the costs of securities re- 
search cannot be easily passed on to the retail customer, a Glass-Steagall divorce 
might imply that the number of securities analysts would shrink by a substantial 
fraction. 14 A cynic might respond: Why seek to maximize biased research? Yet if the 
number of analysts were to fall by, hypothetically, one half, market efficiency might 
well suffer, and many smaller firms simply would not be regularly covered by any 
analyst. Hence, the divestiture approach may entail costs and risks that cannot be 
reliably estimated. 

2. Piecemeal Reform: Policing Conflicts. Proposed Rule 2711 represents an ap- 
proach of trying to police conflicts and prevent egregious abuse. The practical ability 
of regulators to do this effectively is always open to question. For example, although 
proposed Rule 2711 generally prohibits investment banking officials from reviewing 
research reports prior to publication, it does permit a limited review “to verify the 
factual accuracy of information in the research report” (see Rule 2711(b)(3)). It is 
easy to imagine veiled or stylized communications that signal that the investment 
banking division is displeased and will reduce the analyst’s compensation at the 
next regular salary review. Such signals, even if they consist only of arched eye- 
brows, are effectively impossible to prohibit. Still, at the margin, intelligent regula- 
tion may curtail the more obvious forms of abuse. Although proposed Rule 2711 ad- 
dresses many topics, it does not address every topic. Some other topics that may 
merit attention are discussed below, but they are discussed in the context of sug- 
gesting that Congress might give the NASD general policy instructions and ask it 
to fine tune more specific rules that address these goals: 

1. An Anti-Retaliation Ride. According to one survey, 15 61 percent of all analysts 
have experienced retaliation — threats of dismissal, salary reduction, etc. — as the re- 
sult of negative research reports. Clearly, negative research reports (and ratings 
reductions) are hazardous to an analyst’s career. Congress could either adopt, or in- 
struct the NASD to adopt, an anti-retaliation rule: No analyst should be fired, de- 
moted or economically penalized for issuing a negative report, downgrading a rating, 
or reducing an earnings, price, or similar target. Of course, this rule would not bar 
staff reductions or reduced bonuses based on economic downturns or individualized 
performance assessments. Thus, given the obvious possibility that the firm could re- 


13 See the Glass-Steagall Act of 1933, 12 U.S.C. §36 et. seq. (separating commercial and in- 
vestment banking). 

14 1 recognize that the number of “buy side” analysts employed by institutional investors might 
correspondingly increase, but not, I think, to a fully compensating degree. Moreover, “buy side” 
analysts do not publish their research, thus implying increased informational asymmetries in 
the market. 

15 See Galant, supra note 10, and Cote, supra note 9. 
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duce an analyst’s compensation in retaliation for a negative report, but describe its 
action as based on an adverse performance review of the individual, how can this 
rule be made enforceable? The best answer may be NASD arbitration. That is, an 
employee who felt that he or she had been wrongfully terminated or that his or her 
salary had been reduced in retaliation for a negative research report could use the 
already existing system of NASD employee arbitration to attempt to reverse the de- 
cision. Congress could also establish the burden of proof in such litigation and place 
it on the firm, rather than the employee/analyst. Further, the Congress could entitle 
the employee to some form of treble damages or other punitive award to make this 
form of litigation viable. Finally, the Congress could mandate an NASD penalty if 
retaliation were found, either by an NASD arbitration panel or in an NASD discipli- 
nary proceeding. 

2. A No-Selling Rule. If we wish the analyst to be a more neutral and objective 
umpire, one logical step might be to preclude the analyst from direct involvement 
in selling activities. For example, it is today standard for the “star” analyst to par- 
ticipate in “road shows” managed by the lead underwriters, presenting its highly 
favorable evaluation of the issuer and even meeting on a one-to-one basis with im- 
portant institutional investors. Such sales activity seems inconsistent with the 
much-cited “Chinese Wall” between investment banking and investment research. 

Yet from the investment banking side’s perspective, such participation in sales ac- 
tivity in what makes the analyst most valuable to the investment banker and what 
justifies multimillion dollar salaries to analysts. Restrict such activities, they would 
argue, and compensation to analysts may decline. Of course, a decline in salaries 
for the super-stars does not imply a reduction in overall coverage or greater market 
inefficiency. 

Although a “no-selling” rule would do much to restore the objectivity of the ana- 
lyst’s role, one counter-consideration is that the audience at the road show is today 
limited to institutions and high net worth individuals. Hence, there is less danger 
that the analyst will overreach unsophisticated retail investors. For all these rea- 
sons, this is an area where a more nuanced rule could be drafted by the NASD at 
the direction of Congress that would be preferable to a legislative command. 

3. Prohibiting the “Booster Shot.” Firms contemplating an IPO increasingly seek 
to hire as lead underwriter the firm that employs the star analyst in their field. The 
issuer’s motivation is fueled in large part by the fact that the issuer’s management 
almost invariably is restricted from selling its own stock (by contractual agreement 
with the underwriters) until the expiration of a lock-up period that typically extends 
6 months from the date of the offering. The purpose of the lock-up agreement is to 
assure investors that management and the controlling shareholders are not “bailing 
out” of the firm by means of the IPO. But as a result, the critical date (and market 
price) for the firm’s insiders is not the date of the IPO (or the market value at the 
conclusion of the IPO), but rather the expiration date of the lock-up agreement 6 
months later (and the market value of the stock on that date). From the perspective 
of the issuer’s management, the role of the analyst is to “maintain a buzz” about 
the stock and create a price momentum that peaks just before the lock-up’s expira- 
tion. 16 To do this, the analyst may issue a favorable research report just before the 
lock-up’s expiration (a so-called “booster shot” in the vernacular). To the extent that 
favorable ratings issued at this point seem particularly conflicted and suspect, an 
NASD rule might forbid analysts associated with underwriters from issuing re- 
search reports for a reasonable period (say, 30 days) both before and after the lock- 
up expiration date. Proposed Rule 2711 stops well short of this and only extends 
the “quiet period” so that it now would preclude research reports for this first 40 
days after an IPO. Such a limited rule in no way interferes with the dubious tactic 
of “booster shots.” 

4. Summary: The most logical and less overbroad route for Congress to take with 
regard to securities analysts and their conflicts is to pass legislation giving the 
NASD more specific guidance and instructions about the goals that they should pur- 
sue and then instruct the NASD to conduct the necessary rulemaking in order to 
fine tune this approach. NASD penalties might also properly be raised. This ap- 
proach spares Congress from having to adopt a detailed code of procedure, avoids 
inflexibility and rigid legislative rules, and relies on the expertise of the SEC and 
the NASD, as paradigms of sophisticated administrative agencies. 


16 This description of the analyst’s role (and of the underwriter’s interest in attracting “star” 
analysts) essentially summarizes the description given by three professors of financial econom- 
ics, Rajesh Aggarwal, Laurie Krigman, and Kent Womack, in their recent paper, Aggarwal, 
Krigman, and Womack, Strategic IPO Underpricing, Information Momentum, and Lockup Expi- 
ration Selling (April 2001) (available on SSRN). 
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High-quality financial reporting is a cornerstone of the United States capital markets. In fact most observers agree that 
the U.S. enjoys the greatest system of raising and allocating capital in the world. Both in terms of the system’s cost 
efficiency and returns to shareholders, our markets are unmatched in history. 

Over the last 20 years, equity returns to shareholders have averaged 15.7 percent per year^Qiei total value of equity 
invested in U.S. stock markets grew to $16.09 trillion in 2000, from $1.45 trillion in 1980. In theTast five years alone, 
the value of the U.S. equity markets has increased by $7.14 trillion. 

These gains have come despite increasing criticism over the quality of financial reporting during the past five years, 
often after a specific financial reporting failure becomes known and receives wide and dramatic media coverage. While 
the individual cases are important to study, the systemic implications and calls for regulation have been imputed without 
any accompanying context as to the depth of the problem or the effect of restatements on market value. 

Recognizing the need to measure and quantify the problem, the FEI Research Foundation partnered with Min Wu, a 
Ph.D candidate at New York University’s Stem School of Business, on a project entitled "Quantitative Measures of the 
Quality of Financial Reporting." The goal of the project was to identify quantifiable metrics that can track the absolute 
and relative quality of financial reporting over time. 

This research produced two measurable metrics for the years 1977 to 2000: 

* The number of announced financial reporting restatements. 

* Market value losses associated with restatements as a percentage of the total market value of equity securities. 

Methodology 

To measure the number of restatements, Wu searched the Dow Jones Interactive and Lexis-Nexis information 
services, using keyword searches on variations of the word "restatement" She reviewed all results from each case before 
it was added to the database. Cases stemmed from irregularities or errors that led the company to restate voluntarily or 
comply with an external auditor's findings, as well as restatements forced by the Securities and Exchange Commission. 
She excluded instances of accounting methodology changes, stock splits, dividends, inflation accounting and 
discontinued operations. 

Wu then constructed the database, extracting the following data from the restatements that met the criteria. 
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* Company identifiers such as stock symbol, SIC code and CUS1P 

* General facts of the restatement: date announced, upward or downward eamings revision, amount, share price at 
close one day before and one day after 

* Basis: voluntary, SEC enforced or auditor recommended 

* Type of filing restated — 10-Q or 10-K, or both 

* Reason for the restatement 

To determine the market value losses associated with each restatement, the study used the change in share price from 
one day before and one day after the restatement announcement. 

Quantifying the losses presented several challenges. Some thought was given to extending the window as much as one 
month prior to and following the restatement. However, that posed a risk that larger market effects would skew the 
results. Thus, the three-day window seemed more likely to present the effect of the restatement with as little 
accompanying noise as possible. 

Two cases, Sunbeam in 1998 and Yahoo! in 1999, illustrate the difficulty in gauging the impact of restatements. 
Sunbeam was one of the major cases that brought increased scrutiny to the restatements issue. However, Sunbeam's 
troubles became known months before the company publicly restated its eamings. In the months before the 
announcement, the company's market value decreased substantially. As a result, the $3 1 .5 million market value loss 
within the three-day window around the date of the restatement doesn't appear significant. 

At the other end of the spectrum, the $4.6 billion market value loss associated with Yahoo !'s 1999 restatement was the 
second largest market value loss for that year. That restatement was associated with the revision of an in-process 
research and development write-off. As will be discussed later, such restatements generally have little impact on a 
company's market value. But, concurrent with Yahoo’s announcement, Brazil devalued its currency, and all the major 
indexes plummeted on the day after the restatement. So, in spite of the shortened window, outside forces moved the 
stock price and are so reflected in the research database. 

Key Observations 

From 1977 to 2000, there were 1,080 eamings restatements. The number of cases were aggregated by year and 
compared to the number of public companies in each year. The number of restatements averaged just 0.5 1 percent of all 
public companies from 1985 to 2000, and just 0.67 percent from 1995 to 2000. 

However, there was a significant increase in the number of restatements in 1998. After averaging 49 restatements per 
year from 1990 to 1997, restatements increased lo 91 in 1998, 150 in 1999 and 156 in 2000. 

The data on the exchanges where restating companies trade and market capitalization show that smaller companies 
tend to restate more often than larger ones. Nasdaq-listed companies accounted for 715 of the 1,080 restatements; New 
York Stock Exchange companies for 228; and the American Stock Exchange, OTC and Pink Sheets, 137 cases. The 
percentage of restatements annually follows these ratios very closely. 

Breaking out the restatements from 1995 to 2000 by market capitalization follows this trend: 389, or 62 percent, of 
the 631 restatements came from companies with market values of less than $500 million, while 91, or fourteen percent, 
of the restatements came from companies with more than $1 billion in market cap. 

Why Are Companies Restating? 

The underlying reason for each restatement was organized into one of 10 groups: revenue, cost, revenue and cost, 
loan loss, acquisition, inprocess research and development (IPR&D), reclassification, bookkeeping errors, others and 
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unknown. Revenue recognition issues caused 33 percent of restatements. Cost problems, with inventory valuation as the 
leading source, caused 28 percent. 

Restatements due to revenue recognition issues make up the largest portion of the database, providing 360 cases. The 
following were common themes for revenue restatements: 

* Sales contingencies not disclosed to accounting or management 

* Sales booked before delivery completed 

* Significant rights of return existed 

* Software revenue recognized before underlying services were performed 

* False sales agreements and documentation 

* Bill-and-hold sales not deferred 

Cost and expense-based restatements ran a close second, with 305 cases. Surprisingly, the common errors in these 
cases stem primarily from the fundamental aspects of inventory valuation, including improper overhead absorption, 
obsolescence and valuation. 

In-process research and development emerged as an issue in 1 998, when the SEC addressed how firms accounted for 
in-process R&D in mergers and acquisitions. Based on what the SEC perceived to be overly aggressive IPR&D write- 
offs, the commission pursued and evaluated cases very aggressively in late 1998 and throughout 1999. 

This resulted in 57 restatements in 1999 and 67 in total since 1998. By and large, these restatements had minimal 
effect on the companies’ market value. By 2000, this issue seemed to have been absorbed into business practices, as 
there was just one IPR&D restatement for the year. Indeed, because the effects of IPR&D were so localized in 1999 and 
the market value effect so minimal, the bulk of the FEI Research Foundation analysis excluded those cases. 

The number of cases enforced by the SEC for any reason averaged eight per year from 1990 to 1997. However, that 
number rose to 17 in 1998 and 21 in 2000. There were folly 75 SEC enforced restatements in 1999, but 48 were IPR&D 
cases, identifying cases of SEC enforcement is an inexact science, because companies are not required to disclose this 
information. 

Market Value Changes 

Cases in which restatement led to a market value loss were aggregated by year. In measuring the total losses by year, 
restatements that led to a market value gain were excluded. The average annual market value loss from 1993 to 1997 
was $1.3 billion, versus an average total market cap of $7.7 trillion. Thus, losses during this period averaged less than 
one-tenth of one percent of total market value. Total equity value was defined as the value of all companies listed on the 
NYSE, Nasdaq and American Stock Exchange. 

in 1998, companies that restated earnings suffered market value losses of $17.7 billion, or 0.13 percent of the $13.61 
trillion equity value of the entire market, Restatements in 1999 led to losses of $24.2 billion, or 0.14 percent of the 
$17.64 trillion market. Even in 2000, a year that saw $31.2 billion in market value losses due to restatements and $1.5 
trillion shaved off the public market cap, restatement losses represented only 0. 19 percent of total market value. 

Restatements that led to market value losses of more than $100,000 occurred 69 times in 1998, 1 16 times in 1999 and 
66 times in 2000. On average, these events affected less than 1 percent (0.7 percent) of all public companies from 1995 
to 2000, and the cases show that companies restating due to revenue recognition errors suffered the highest losses. 

From a dollar value standpoint, it is clear from the data that a small number of cases are responsible for the bulk of the 
lost value. The 10 largest annual market value losses for the years 1998 to 2000 account for more than 80 percent of the 
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losses in each of those years, and in 2000, the 10 largest cases accounted for $29.7 billion of the $31.2 billion total 
losses, a whopping 95 percent. 

Excluding IPR&D cases, there were 394 restatements from 1998 to 2000, which caused a market value loss of $64.9 
billion. The top eight market value losses - MicroStrategies, Cendant, McKesson, Lucent, Legato Systems, Raytheon, 
Texas Instruments and Boston Scientific — represented $50.2 billion, or 77 percent, of the total losses. 

What Happened in 1998? 

Despite the low overall rate of restatements and the minimal losses associated with them, the number of restatements 
increased noticeably in the last three years of this study, which raises the obvious question, Why? Although certain 
constituencies might answer differently, metrics developed by the research produce two broad reasons: 

* A business environment that places increasing pressure on companies to meet performance goals. 

* The earnings management initiative started by the SEC in 1998. 

The dearest start date for the more aggressive stance on earnings management at the SEC was the September 1998 
speech by then-Chainnan Arthur Levitt. Its impact was considerable: 397 restatements, or 36 percent of all restatements 
between 1977 and 2000, occurred after that speech. 

Today’s corporate environment is driven by increasing shareholder activism, particularly regarding stock price 
performance on behalf of the shareholders. Large public pension funds such as CalPERS and TIAACREF have become 
closely organized in pressuring management teams and boards to deliver returns or get out. Furthermore, boards of 
directors, increasingly made up of independent outsiders, have become much more aggressive in removing senior 
officers when performance measures aren't met 

Overall, corporations have responded favorably to these heightened expectations and pressures. The result has often 
been spectacular results for shareholders, but some have clearly come at a cost. Pressure to deliver the numbers rose 
during the period leading up to the increase in restatements. While the gains are high, and total market value has 
increased more than $4.7 trillion since 1997, the cost to shareholders from restatements has been $74.3 billion, or 1,6 
percent of the growth. On balance, companies and shareholders have plainly benefited from successfully managed 
businesses. 

Conclusions 

The study indicates that the overall quality of financial reporting is high. 

* Market value losses associated with restatements are also small, as well as sharply focused. 

* In the context of all publicly traded companies, the rate of restatements is very small. 

* Revenue accounting is the largest reason for restatements. 

* The measures developed through this study indicate that a systemic and environmental change has taken place over 
the last three years. 

Thoughts for the Future 

The FEI Research Foundation will update this data on a periodic basis. Tracking the number of restatements is an 
indicator of financial reporting quality that can be used to assert the need for systemic changes. Further, as discussed in 
the accompanying box, it isn't today's complex business transactions or the pace of change that creates restatements. 
Most often, it is straightforward revenue accounting. Industry, the professional associations and the regulators should 
look for opportunities to provide education in this area. 
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Percentage of Total Reinstatement Losses To Total Value of Public 
Companies 
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Restatement losses represent a negligible percentage of the total value 

of public companies. 
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Revenue Recognition Leads Problems 

Revenue recognition emerged as the leading reason for restatements in the research performed for Quantitative 
Measures of the Quality of Financial Reporting, accounting for one in every three restatements. 

That alone would be cause for alarm, but further investigation shows that since 1995, restatements due to revenue 
recognition have increased every year, growing to 68 in 2000 from 15 in 1995. The issuance of SEC Staff Accounting 
Bulletin 101 on revenue recognition in December 1999 accounts for some of the growth in 2000, which saw 20 more 
revenue recognition restatements than in 1999. 

The larger effect of these restatements also appears in market value losses. In 2000, for instance, eight of the 10 
largest losses were due to revenue recognition, including the two biggest cases, MicroStrategies ($1 1.9 billion) and 
Lucent ($10.9 billion). In fact, the largest loss in each of the past three years has been assigned to revenue accounting 
problems — MicroStrategies, McKesson in 1999 ($8.8 billion) and Cendant in 1998 ($1 1 .4 billion). 

A wide-ranging education initiative should serve all parties involved in financial reporting, beginning with SAB 101. 
Reporting companies' challenges are represented in MicroStrategies’ announcement at the time of its restatement that its 
problems stemmed from the complexity of accounting rules. 
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Implementation of SAB 101 underscores the challenge of clarifying rules on revenue recognition. The third step in the 
series of revenue recognition bulletins that then SEC chairman Arthur Levitt promised in his 1998 speech on earnings 
management, the SAB intended to provide guidance on when corporations should recognize revenue. 

However, the intricacies involved in the process created such consternation that implementation was delayed twice, 
and companies continue to struggle with revenue recognition. In fact, the effort to understand and implement the bulletin 
has led to the launch ofSAB101.org, an online educational resource devoted to the initiative. 

Controversy over revenue recognition continues, however. At press time the FASB announced it would require 
consumer product companies to deduct from their revenue the amount they pay in sloting fees and restate financial 
statements as far back as 10 years. Slotting fees are up-front payments to retailers to secure shelf space for products. 

IAC-CREATE-DATE: August 14, 2001 

LOAD-DATE: August 15, 2001 
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Highlights 


Why GAO Did This Study 
In the past decade, securities 
markets have undergone 
tremendous growth and 
innovation. Responding to 
concern that the Securities and 
Exchange Commission’s (SEC) 
workload has outgrown its 
resources and impaired SEC’s 
ability to fulfill its mission, GAO 
undertook a study to (1) 
determine how the securities 
markets have changed, (2) 
identity whether SEC’s resource 
levels have affected its ability to 
regulate and oversee the 
markets, and (3) identify any 
other factors that may affect 
• SEC’s ability to fulfill its mission. 


What GAO Recommends 

GAO recommends that SEC 
explore short- and long-term 
recommendations to address its 
current challenges. In the short- 
term, SEC should ensure that it 
explores ways to use all of its 
available resources to address its 
recruiting and retention problems. 

In the long-term, we recommend 
that SEC broaden its strategic 
planning process to determine its 
regulatory priorities and the 
resources needed to fulfill its 
mission, including identifying the 
skills needed. 

SEC, generally, agreed with the 
report’s findings, conclusions, and 
recommendations. 


United States General Accounting Office 

SEC OPERATIONS 

Increased Workload Creates Challenges 


Highlights of GAO-02-3Q2, a report to Paul S. Sarbanes, Chairman, Committee on Banking, Housing, 
and Urban Affairs. U.S. Senate; Christopher J. Dodd, Chairman, Subcommittee of Securities and 
Investment; and Jon S. Corzine, Member, Committee on Banking, Housing and Urban Affairs, U.S. 
Senate. 


What GAO Found 

U. S. securities markets have grown tremendously and become more 
complex and international. As a result, SEC’s workload has increased in 
volume and complexity over the past decade. As illustrated below, 
around 1996, SEC’s workload (e.g., filings, applications, and 
examinations) started to increase at a much higher rate than SEC staff 
years devoted to this workload. Although industry officials said that they 
respect SEC as a regulator, they said that SEC’s limited staff resources 
have resulted in substantial delays in SEC regulatory and oversight 
processes, which hampers competition and reduces market efficiencies. 
In addition, they said information technology issues need additional 
funding, and SEC needs more expertise to keep pace with rapidly 
changing financial markets. Finally, the officials said that SEC’s reliance 
on a small number of seasoned staff to do the majority of the routine 
work does not allow those staff to adequately deal with emerging issues. 

Although most officials said that SEC’s resource limitations create 
challenges for SEC, they identified other contributing factors. First, 
SEC’s high staff turnover has resulted in it having a more inexperienced 
staff, which contributes to the identified delays in SEC’s regulatory 
processes. Second, existing securities laws, which require SEC approval 
of most market innovations and new products, can contribute to 
regulatory bottlenecks. Finally, SEC’s budget and strategic planning 
processes could be better linked to help SEC identify the types and 
amounts of additional resources needed to fulfill its mission. 
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ARP Automation Review Policy 

ATS alternative trading system 

ECN electronic communication network 

EDGAR Electronic Data Gathering Analysis and Retrieval 

GLBA Gramm-Leach-Bliley Act of 1999 

GPRA Government Performance and Results Act 

LA investment adviser 

IARD investment adviser registration depository 

IC investment company 

IG inspector general 

IPO initial public offering 

OCIE Office of Compliance Inspections and Examinations 

OMB Office of Management and Budget 

SEC Securities and Exchange Commission 
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March 5, 2002 

The Honorable Paul S. Sarbanes 
Chairman, Committee on Banking, Housing, and 
Urban Affairs 
United States Senate 

The Honorable Christopher J. Dodd 
Chairman, Subcommittee on Securities and Investment 
Committee on Banking, Housing, and Urban Affairs 
United States Senate 

The Honorable Jon S. Corzine 
United States Senate 

The securities markets have undergone tremendous change and 
innovation over the last decade, and the Securities and Exchange 
Commission (SEC) faces growing regulatory and oversight challenges to 
stay abreast of these advances. More recently, the sudden highly 
publicized collapse of Enron Corporation has increased the pressure on 
SEC to ensure that investors receive accurate and meaningful financial 
disclosure, an important part of SEC’s mission to protect investors. In 
addition, technological advances have increased the complexity of 
securities markets and the range of products offered to the public. 
Moreover, technology has changed the way investors can buy and sell 
securities, for example through on-line brokerages, and how investors are 
solicited, given the increased access to information on the Internet. These 
changes and the internationalization of securities markets have presented 
SEC with increasing responsibilities in a dynamic regulatory environment. 
Also, legislative changes, such as the Gramm-Leach-BIiley Act of 1999 
(GLBA), the Commodity Futures Modernization Act of 2000, and the USA 
PATRIOT Act of 2001, place added demands on SEC. Because more 
individuals and families are now invested in the markets, the role SEC 
plays has become even more important to the investing public. 

You asked that GAO review whether SEC had sufficient resources to stay 
abreast of the changes in the markets. Our objectives were to (1) identify 
how securities markets have changed, (2) determine whether SEC’s 
resource levels and workload have affected SEC’s ability to regulate and 
oversee the markets, and (3) identify any other factors that may affect 
SEC’s ability to fulfill its mission. 
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In addressing these objectives, we analyzed securities market and 
available SEC workload trend data. However, in certain instances, 
quantifiable data was not provided to us for workload measures, such as 
the length of review and approval processes conducted within SEC 
divisions. We met with various knowledgeable SEC and industry officials 
to obtain their views on whether these processes were affected by SEC’s 
existing workload demands and resources levels. To obtain information on 
whether SEC’s ability to regulate and oversee the markets has been 
affected by resource constraints, we interviewed current and past SEC 
officials, including division and office directors, regional office directors, 
budget officials, former commissioners, and academics. In addition, we 
interviewed numerous industry officials, including those from various 
exchanges, associations, investment companies, and broker-dealers. We 
also asked these parties about any other factors that might affect SEC’s 
ability to fulfill its mission. We also reviewed relevant GAO and inspector 
general reports on SEC’s oversight activities. Finally, we reviewed and 
evaluated SEC’s strategic plan and Government Performance and Results 
Act (GPRA) reports. 


Background 


SEC’s primary mission is to protect investors and the integrity of the 
securities markets. SEC seeks to (1) promote full and fair disclosure, 

(2) prevent and suppress fraud, (3) supervise and regulate the securities 
markets, and (4) regulate and oversee investment companies, investment 
advisers, and public utility holding companies. It works to fulfill this 
mission through various divisions and offices. In 2001, GAO issued a 
report that addressed many of the human capital challenges SEC faces. 1 


SEC Focuses on SEC fulfills its mission to protect investors and the integrity of securities 

Disclosure, Oversight, and markets through activities focused on disclosure, oversight, and 
Enforcement enforcement. The laws and rules governing the securities industry are 

based on the concept that all investors, whether large institutions or 
private individuals, should have access to basic information about an 
investment prior to trading. To achieve this, the securities laws require 
public companies to register with SEC and to periodically make public 


1 U.S. General Accounting Office, Securities and Exchange Commission: Human Capital 
Challenges Require Management Attention, GAO-0 1-947 (Washington, D.C.: Sept 17, 
2001 ). 
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meaningful financial and other information for all investors to use to 
determine whether a company’s securities are an appropriate investment. 

SEC also oversees the activities of a variety of key market participants. In 
2001, SEC was responsible for 9 exchanges, the over-the-counter market, 
approximately 70 alternative trading systems (ATSs), 2 12 registered 
clearing agencies, about 8,000 registered broker-dealers employing over 

700.000 registered representatives, almost 8,000 transfer agents, 3 over 

5.000 investment companies and 7,400 registered investment advisers. In 
addition, over 14,000 companies that have issued securities filed annual 
reports with SEC. SEC’s oversight includes rulemaking, surveilling the 
markets, interpreting laws and regulations, reviewing corporate filings, 
processing applications, conducting inspections and examinations, and 
determining compliance with federal securities laws. SEC is also 
responsible for regulating public utility holding companies. 

Each year SEC brings hundreds of civil enforcement actions against 
individuals and companies that violate securities laws. Violations include 
insider trading, financial and accounting fraud, providing false or 
misleading information about securities and the companies that issue 
them, selling of securities without proper registration, and violating 
broker-dealer responsibility to treat customers fairly. An ongoing program 
to educate investors and ensure that their concerns are known throughout 
SEC supplements SEC’s enforcement efforts. 


SEC’s Organizational As of September 30, 2001, SEC had 3,285 staff (or 2,936 full-time equivalent 

Structure staff years) working in 4 divisions and 18 offices in Washington, D.C. and 

in 11 regional and district offices. Of these, approximately 39 percent were 
attorneys, 18 percent were accountants or financial analysts, and 6 percent 
were investigators or examiners. The remaining 37 percent were various 
other professional, technical, administrative, and clerical staff. See figure 1 
for a description of SEC’s major divisions and offices. 


2 An ATS is any entity that performs functions commonly performed by a stock exchange. 

3 Transfer agents are parties that maintain records of stock and bond owners. 
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Figure 1: SEC Divisions and Selected Offices 


The Division of Corporation Finance oversees corporate disclosure of important information to the investing public. Public 
corporations are required to comply with regulations pertaining to disclosure that must be made when stock is initially sold and 
then on a continuing and periodic basis. This division routinely reviews the disclosure documents filed by public companies. It 
also provides public companies with assistance interpreting SEC’s rules and recommends new rules for adoption. 

The Division of Enforcement investigates possible violations of securities laws, recommends SEC action, when appropriate, 
either in a federal court or before an administrative law judge, and negotiates settlements on behalf of the SEC commissioners. 
While SEC has civil enforcement authority only, it works closely with various criminal law enforcement agencies such as the 
Department of Justice and U.S. Attorney General offices throughout the country to develop and bring criminal cases when the 
misconduct warrants more severe action. 

The Division of Market Regulation establishes and maintains standards for fair, orderly, and efficient markets. It does this 
primarily by regulating the major securities market participants including broker-dealers, self- regulatory organizations (SROs), 
transfer agents, and securities information processors. 

The Division of Investment Management oversees and regulates the investment management industry and administers the 
securities laws affecting investment companies, including mutual funds and investment advisers. In applying the federal 
securities laws to this industry, this division seeks to improve disclosure and minimize risk for investors without imposing undue 
costs on regulated entities. The division also administers the Public Utility Holding Company Act of 1935. 

The Office of Compliance Inspections and Examinations administers SEC's nationwide examination and inspection program 
for registered SROs. broker-dealers, transfer agents, clearing agencies, investment companies, and investment advisers. This 
office conducts inspections to promote compliance with the securities laws, to detect violations of the law, and to keep the SEC 
commissioners informed of developments in the regulated community. 

The Office of Economic Analysis advises the SEC commissioners and SEC staff on the economic issues associated with 
SEC's regulatory and policy activities. This office analyzes the potential impacts and benefits of proposed regulations, conducts 
studies on specific rules, and engages in long-term research and policy planning. 

The Office of the General Counsel is the chief legal officer of SEC. Primary duties of this office include representing SEC in 
certain civil, private, or appellate proceedings, preparing legislative materia!, and providing independent advice and assistance to 
the SEC commissioners, the divisions, and the offices. 

The Office of Investor Education and Assistance serves individual Investors, ensuring that their problems and concerns are 
known throughout SEC and considered when the agency takes action. Investor assistance specialists answer questions, 
analyze complaints, and seek Informal resolutions. 

The Office of Information Technology is responsible for supporting the SEC commissioners and SEC staff in ail aspects of 
information technology. This office operates the Electronic Data Gathering Analysis and Retrieval (EDGAR) system, which 
electronically receives, processes, and disseminates more than 500,000 financial statements every year. This office also 
maintains SEC’s Web site. 

Other SEC offices: administrative law judges; administrative and personnel management; chief accountant; comptroller; equal 
employment opportunity; executive director, filings and information services; inspector general; international affairs; legislative 
affairs; public affairs, policy evaluation, and research; and the office of the secretary. SEC regional and district offices include field 
staff to conduct its enforcement, examination, and inspection functions. 


Source: SEC. 
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2001 GAO Report Found 
SEC Faces Human Capital 
Challenges 


In 2001, we issued a report, which discussed the human capital challenges 
SEC faces. 4 We surveyed current and former SEC attorneys, accountants, 
and examiners to determine why they had left or would consider leaving 
SEC. Overwhelmingly, compensation was cited as the primary reason for 
leaving. Respondents also identified other nonpay factors that had or 
would affect their decisions to leave, such as the lack of opportunities for 
advancement, the amount of uncompensated overtime, and the quality of 
administrative support 


To recruit, retain, and motivate employees, we found that SEC used 
various compensation-based programs, such as recruitment bonuses, 
retention allowances, and special pay rates, more actively than other 
government agencies. For example, in March 2001, SEC received OPM 
approval to update its special rates for attorneys, accountants, and 
examiners. These special pay rates are generally equivalent to a several- 
step increase in the basic government pay scale. Because staff cannot 
receive the special pay rate and a locality pay adjustment, SEC would have 
to request special pay adjustments annually to prevent the locality pay 
adjustments from eroding the benefit of the special pay. 


We also found that while SEC also offers a number of work life programs, 
it has only recently increased its focus on providing greater flexibilities to 
its staff such as opportunities to work compressed work schedules. We 
also found that SEC management had made improvements to its 
recruitment program, which included additional training for recruiters and 
expanded on~campus recruiting and added a new human capital goal to its 
performance plan. However, more remains to be done in order for SEC to 
strategically align its core mission with its ability to recruit and retain 
qualified employees. We recommended that the chairman, SEC, 
periodically survey employees to measure job satisfaction, identify 
employee concerns, and analyze the effectiveness of the agency’s 
programs to retain employees. We also recommended that the chairman, 
SEC, include a strategy for succession planning and a comprehensive, 
coordinated workforce planning effort in the agency’s annual performance 
plan. Finally, we recommended that the chairman, SEC, identify ways to 
involve human capital leaders in decision making and establish a practice 
that requires management to continually ensure the effectiveness of SEC’s 
human capital approaches in addressing employees’ needs, including 


4 GAO-0 1-947. 
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working with the National Treasury Employees Union to expeditiously 
address the areas of dissatisfaction identified in our survey. 5 


Securities Markets Over the last decade, securities markets have experienced unprecedented 

growth and change. Moreover, technology has fundamentally changed the 
Have .become barker way markets operate and how investors access markets. These changes 
and More Complex have made the markets more complex. In addition to these market-driven 
" changes, the markets have become more international, and legislative 

changes have resulted in a regulatory framework that requires increased 
coordination among financial regulators and requires that SEC regulate a 
greater range of products. 


U.S. Capital Markets Have Over recent decades, U.S. capital markets have experienced substantial 
Grown Rapidly growth, especially in the 1990s. As shown in figure 2, the volume of shares 

traded in U.S. stock markets in 2000 was over 30 times higher than the 
volume in 1980. Although many factors contributed to this unprecedented 
growth, it was in part spurred by technological advances and decreasing 
transaction costs, which made it easier and more affordable for investors 
to participate in the market. Figure 2 also shows that the value of initial 
public offerings (IPOs) of securities issued in 2000 was over 50 times the 
number of DPOs issued in 1980 as private companies took advantage of the 
strong economy and favorable market conditions and issued stock to raise 
capital. 


5 In July 2000, SEC employees voted to join the National Treasuiy Employees Union. 
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Figure 2: Number of Times Stock Market Trading Volume and the Value of IPOs Have Increased between 1980 and 2000 

SO Timas increased 



Year 


1 1 Stock market trading volume 

Value of IPOs 

Source: GAO analysis of SEC data. 

Likewise, in the 1990s many more individuals became investors by buying 
shares in mutual funds, further elevating the importance of SEC as a 
regulator. Figure 3 shows that the dollars that households had invested in 
mutual funds, excluding money market funds, grew from $46 billion in 
1980 to $3.3 trillion in 2000. Moreover, as of December 2001, the total 
dollars invested® in mutual funds was almost $7 trillion, about twice the 
amount on deposit at commercial banks. This growth in amounts invested 
was due in part to higher stock values. 


5 Total dollars invested includes money market funds and funds owned by households; 
fiduciaries; and financial, business, and other organizations. 
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Figure 3: Growth in Dollars Households Invested in Funds, 1980-2000 (trillions of dollars) 
4.0 Dollars (trillions) 


3.5 



Year 

Source: GAO analysis of SEC data. 

Between 1980 and 2000, more households and individuals became 
investors in mutual funds and stocks. Figure 4 shows that tine percent of 
U.S. households owning mutual funds also had increased to almost 50 
percent of households by 2000. According to SEC, the number of 
households owning mutual funds in 2001 continued to increase with 52 
percent of households owning funds. According to SEC, stock funds 
account for almost half of all mutual fund assets, and 75 percent of cash 
inflows to these funds come from retirement plans. Since 1990, the percent 
of U.S. retirement assets held in mutual funds has more than tripled. 
Moreover, according to New York Stock Exchange data, the number of 
individuals that owned shares of stocks increased 61 percent between 
1989 and 1998. 
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Figure 4: Percent of U.S. Households Owning Mutual Funds, 1980-2000 
100 Percent 


80 



Year 


Source: Investment Company Institute. 


Securities Markets Have Driven by technological advances, the securities markets have become 

Become More Complex more complex with an array of new products and market participants, 
and International Exchange-traded funds. 7 single-stock futures, 8 and on-line portfolios add to 

the products that SEC must oversee. Other technology-driven innovations 
such as ATSs, on-line brokerages, and day trading firms have also 
stretched SEC’s regulatory capacity. For example, SEC regulates about 70 
ATSs. Electronic communication networks (ECNs) , 9 one type of ATS, 
account for about 30 percent of the daily share volume in Nasdaq 


' An exchange-traded fund is type of investment company whose shares can be bought and 
sold on the secondary market, as well as from the investment company in large blocks of 
shares. 

8 A single-stock future is a contract to buy or sell a specific security at a particular price in 
a stipulated future month. 

9 An ECN is an electronic trading system that automatically matches buy and sell orders at 
specified prices. ECNs register with the SEC as broker-dealers. 
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securities. On-line brokerages, which were unknown a few years ago, are 
used by almost 12 million investors in making about 1.1 million trades per 
day. Likewise, investor protection concerns about day trading firms’ 
activities resulted in greater regulatory activity in this area over the past 
few years. 

New technology also has affected how the markets operate and how 
participants communicate. Stock exchanges and markets use complex 
electronic trading systems that SEC must understand and monitor. The 
Internet has allowed for rapid, widespread dissemination of information to 
investors, which also presents ongoing regulatory challenges to which 
SEC has been responding. For example, the Internet has provided simple, 
effective, and essentially anonymous ways for unscrupulous persons to 
exploit investors. As of May 2001, SEC had brought more than 240 
Internet-related enforcements actions, charging close to 800 persons and 
entities with federal securities law violations. 

The internationalization of securities markets also presents new 
challenges for SEC. In 1991, U.S. investors purchased and sold $949 billion 
in foreign securities. By 2000, that number had risen to $5,484 trillion — an 
increase of 478 percent According to SEC documents, in 2001, 
approximately 130 foreign companies from 29 countries entered U.S. 
securities markets for the first time and filed over $312 billion in public 
offerings. In addition, over 1,300 foreign companies from over 59 countries 
filed periodic reports. SEC also recognizes the importance of being able to 
work closely with its international counterparts in enforcement and 
inspection activities, and to participate in international initiatives that 
relate to the supervision of global securities markets. 


Legislative Changes Spur 
New Products and 
Regulatory 
Responsibilities 


Legislative changes also created additional workload for SEC. For 
example, GLBA made SEC the primary regulator for all securities firms, 
including broker-dealers and investment advisers affiliated with financial 
holding companies. 10 While SEC has always coordinated with other 
financial regulators to a certain extent, GBLA requires that SEC undertake 
additional examinations and inspections of highly complex financial 
services firms, both to fulfill its own oversight responsibilities and to 
provide the Federal Reserve and other relevant agencies with the 


10 Before GLBA, most banks’ brokerage and investment adviser activities were not subject 
to SEC regulation. 
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information and analyses to fulfill their missions. Likewise, the 
Commodity Futures Modernization Act of 2000, which allowed single- 
stock futures to trade in the United States, increases the number of 
potential regulated entities over which SEC has responsibility. It requires 
futures markets and certain futures commission merchants 11 to register 
with SEC as national securities exchanges and broker-dealers for the 
limited purpose of trading these products. In addition, the USA PATRIOT 
Act of 2001 assigned to SEC an expanded role in the fight against money 
laundering and terrorism. SEC is working with the Department of Treasury 
on rulemakings related to shell banks, customer identification, suspicious 
activity reporting, and correspondent and private banking, as well as 
studies on managed funds and the overall operation of the legislation. SEC 
has expanded examination responsibilities for broker-dealer compliance 
under the Bank Secrecy Act and new examination responsibilities for 
other financial institutions regulated by SEC, including investment 
companies. 


SEC’s Ability to Fulfill 
Its Mission Has 
Become Increasingly 
Strained 


SEC and industry officials said SEC’s ability to fulfill its mission has 
become increasingly strained due in part to imbalances between SEC’s 
workload (e.g., filings, complaints, inquiries, investigations, examinations, 
and inspections) and staff resources. 12 As figure 5 illustrates, since 1996 
SEC’s staff resources have not grown commensurate with its workload. 13 
Although industry officials complimented SEC’s regulation of the industry 
given its staff size and budget, both SEC and industry officials identified 
several challenges SEC faces. First, resource constraints have contributed 
to substantial delays in the turnaround time for many SEC regulatory and 
oversight activities, such as approvals for rule filings and exemptive 
applications. 14 Second, SEC’s resource constraints contributed to 
bottlenecks in the examination and inspection area as workload grew. 
Third, limited resources have forced SEC to be selective in its enforcement 
activities and have lengthened the time required to complete certain 


1 1 Futures commission merchants are firms that buy mid sell futures contracts as agents for 
customers. 

12 Staff resources are measured in this report in terms of full-time equivalent staff years. 

13 Information presented throughout this report on SEC’s staffing, resources, budget, and 
other operations relates to fiscal years. 

14 A company files an exemptive application when it seeks an SEC decision to exempt a 
new activity from existing rules and laws. 
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enforcement investigations . 15 Fourth, certain filings were subject to less 
frequent and less complete reviews as workloads increased. Fifth, today’s 
technology-driven markets have created ongoing budgetary and staff 
challenges. Finally, SEC and industry officials said that SEC has been 
increasingly challenged in addressing emerging issues, such as the ongoing 
internationalization of securities markets and technology-driven 
innovations like ATSs and exchange-traded funds. 


Figure 5: Percent Change in SEC Staff Years and Workload from 1991 to 2000 
100 Percent 
90 



Year 

SEC staff years 
SEC workload 

Source: GAO analysis of SEC data 


15 The SEC chairman has recently announced an initiative called real-time enforcement, 
which is intended to protect investors by: (1) obtaining emergency relief in federal court to 
stop illegal conduct expeditiously; (2) filing enforcement actions more quickly, thereby 
compelling disclosure of questionable conduct so that the public can make informed 
investment decisions; and (3) deterring future misconduct through imposing swift and stiff 
sanctions on those who commit egregious frauds, repeatedly abuse investor trust, or 
attempt to impede SEC’S investigatory processes. According to SEC, insufficient resources 
may inhibit the effectiveness of this initiative, which depends upon prompt action by 
enforcement staff. 
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SEC Resource Levels Have Although there may not be a need for an identical offsetting increase in 
Not Grown Commensurate SEC staff compared to the increases in its workload, larger, more active, 
with Its Workload and more complex markets have produced more market participants, 

registrants, filings, examinations and inspections, legal interpretations, 
complaints, and opportunities for fraudulent activity. Over the last decade, 
staffing, within different areas of SEC’s regulatory oversight activities, has 
grown between 9 and 166 percent, while workload measures in those 
areas have grown from 60 to 264 percent. As figure 6 illustrates, the 
increases in SEC’s workload substantially outpaced the increases in SEC’s 
staff. For example, the number of corporate filings increased 60 percent, 
while related review staff increased 29 percent This figure also shows that 
the number of complaints and inquiries received increased by 100 percent, 
while the enforcement staff dedicated to investigate complaints and other 
matters increased by 16 percent. 50 In addition, the number of market and 
firm supervision actions increased 137 percent, but the number of staff 
responsible for these activities increased 51 percent. Market and firm 
supervision actions include 


• SRO 17 and SEC rule proposals; 

• interpretive guidance and exemptive applications; 

• analyses of proposed enforcement actions, disclosure documents, and risk 
assessment reports; 

• automated trading system analyses and automation reviews of SRO 
systems; 

• policy papers; 

• Congressional, governmental, industry, and public correspondence; and 

• other reports and analyses of SEC’s Division of Market Regulation. 


Investment company filings increased 108 percent while staff increased 9 
percent. Likewise, total assets under management by investment 
companies (IC) and investment advisers (IA) increased by about 264 
percent over 10 years, while the number of IC and IA examination staff 
increased by 166 percent. 


16 Although complaints are not a comprehensive measure to compare with the level of 
investigative resources, many enforcement actions are initiated based on complaints 
received by SEC. Investigations might also be started, for example, from SEC inspections 
and examinations or matters referred to SEC by SROs or state regulators. 

17 SROs are organizations responsible for regulation of member broker-dealers. 
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Figure 6: Percent Change In Workload and Staff Years for Selected SEC Activities 
300 Percent 
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Source: GAO analysis ol SEC data. 



Substantial Delays Exist in 
the Completion of Many 
Regulatory and Oversight 
Activities 


The imbalance between workload and resources has resulted in SEC 
taking longer to process various types of filings, issue guidance, and 
review applications. Although SEC did not provide statistics on the time 
frames to process its workload, various industry officials told us they have 
to wait longer to receive SEC’s response to their filings and applications. 
They said that SRO rule filings take longer to get approved as SEC’s 
workload has increased. Likewise, the officials said that the amount of 
time SEC takes to process interpretive guidance and no-action letters 18 has 
increased, as has the length of time taken to process exemptive 
applications. Finally, the amount of time taken to review IPOs filings had 
also increased. The officials said these delays could affect industry 
competition and efficiency. 


18 A company would seek a no-action letter from SEC when it plans to act in a new or 
unclear area. 







Backlog of SRO Rule Filings 
Has Grown 


Staff Constraints Result in 
Delays in Guidance 


According to SEC officials, a growing backlog of SRO rule filings resulted 
in delays in responding to filings. As of January 2002, SEC officials said 
that there were 284 SRO rule proposals in the pipeline. The officials said 
that because of the high staff turnover in recent years, SEC did not have 
enough seasoned staff available to process the rule proposals more 
quickly. SEC data shows that the number of rule filings open at year-end 
increased 40 percent from 174 in 1998 to 243 in 2001. Also, SEC expects 
the number of SRO rule filings to continue to increase because of 
registration of new exchanges and the implementation of additional 
oversight responsibilities for exchanges trading single-stock futures. In 
2001, SEC received 638 proposed rule changes compared to 444 in 1991 — a 
44 percent increase. Industry officials believed resource constraints were 
one reason that SEC now takes longer to complete these reviews than in 
the past. Such delays can have important affects on those making the 
filings. For example, an SRO official said that when SEC takes a year or 
more to approve a proposed change, the SRO can lose the competitive 
advantage from making the change. Although SEC officials said that they 
do not keep statistics on the length of time it takes to review filings, other 
industry officials said that they have waited months with no response from 
SEC. 

In addition to approving SRO rule filings, SEC also develops its own rules. 
For example, in 2001, SEC developed 74 rule proposals and interpretive 
releases. One rule proposal SEC is considering would improve the SRO 
rule proposal review process. To address many of the concerns mentioned 
previously, the proposed Rule 19b-6 would, among other things, require 
SEC to (1) issue a release relating to filed proposed rule changes within 10 
business days of receipt of the filing, (2) eliminate the pre-filing 
requirement and the 30-day delayed operational period before which 
noncontroversial rule changes can be filed or become operative, (3) 
expand the categories of proposed rule changes that qualify for immediate 
effectiveness to include certain trading rules, and (4) permit SROs to file 
proposed rule changes electronically. According to SEC staff, the initial 
rule proposal that was released over a year ago, in January 2001, was 
considered to be controversial For example, some of the exchanges did 
not think the proposal went far enough in streamlining the rule filing 
process, while many broker-dealers were concerned about reduced SEC 
overnight SEC is still considering comments it received from the industry 
and has not decided on the final contents of the rule. 

In addition to reviewing and approving SRO rule filings, SEC provides 
guidance to registrants, prospective registrants, and the public to help 
them comply with securities laws. This usually takes the form of 
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SEC Also Takes Longer to 
Review Exemptive 
Applications 


interpretive guidance and no-action letters, and each year SEC processes 
hundreds of these requests. Industry officials said that they have to wait 
longer to obtain SEC guidance in the form of no-action letters and 
interpretive guidance than in past years. SEC officials said that there were 
numerous no-action letters and interpretive guidance in process. In 2001, 
SEC processed over 1,600 requests for guidance from securities firms, 
investment companies, and investment advisors, which increased from 
about 1,360 in 1991. SEC staff also said that, as of January 2002, the 
chairman was reviewing SEC’s interpretive guidance process. Industry 
officials said that delays in obtaining SEC guidance can create legal 
uncertainties and stifle innovation. In the future, although staff levels are 
expected to remain static, SEC expects its workload in this area to 
increase as more firms request guidance on how SEC’s financial 
responsibility and investor protection rules apply to securities firms that 
become part of large financial services organizations and enter into 
increasingly complex financial transactions. 

SEC’s processing of exemptive applications has also experienced delays. 
SEC is responsible for processing applications for exemptive relief from 
various statutory provisions and rules. The Investment Company and the 
Investment Adviser Acts authorize SEC to exempt any person, security, or 
transaction from one or more provisions of the acts. Exemptive 
applications usually take about 3 to 6 months to process but as the issues 
involved become increasingly complex it can take much longer. A 1996 
SEC inspector general (IG) report 19 noted that it was not unusual for the 
length of time required for staff review to be a year or longer due to the 
complexity of the issues, the lack of delegated authority, or workload 
pressures. 20 Industry officials said that the time that SEC takes to approve 
exemptive applications has continued to increase and that inadequate 
staffing was part of the problem. For example, in the more extreme cases, 
an official said that SEC took over 1 year to process “a relatively routine” 
exemptive application and over 5 years to render a decision on another 
application. The IG also found that to avoid lengthy delays some firms 
abandoned plans that require exemptive relief or altered them to adopt a 
less innovative approach that did not require filing for an exemption. 


I9 U.S. Securities and Exchange Commission, Inspector General, Applications for 
Exemptive Relief, Audit Report No. 230 (Washington, D. C.: March 1996). 

20 SEC is required to publish notice in the Federal Register of proposed exemptions giving 
interested parties the opportunity to request a hearing before a final exemptive order is 
issued. The notice period typically is 25 days. 




Industry officials we spoke with also said that these delays stifled 
innovation and hampered competition. 


SEC Reviews of EPO Filings 
Can Be Lengthy 


Workload Adversely 
Affects SEC Examination 
and Inspection Function 


Industry officials also said that the time SEC takes to approve IPOs has 
grown. Although the number of IPOs has decreased substantially in the 
past 2 years, industry officials continued to cite this as a challenge for SEC 
albeit a less pressing one. In 2001, SEC completed 745 IPO issuer reviews, 
down from 1,350 in 2000. SEC said that IPOs are a priority and that every 
IPO gets a full review. Industry officials said that it generally takes SEC 4 
to 7 weeks to complete the review process, but the officials added that 
they see no reason that the process should take that long. These officials 
also said that the industry perception is that SEC’s existing staffing level is 
insufficient given its workload. The length of time it takes to review an IPO 
has economic implications for the issuing company because market 
conditions can change (e.g., the estimated value of the stock can fail in 
adverse market conditions), thereby increasing the cost of the IPO or 
making the IPO not feasible. Moreover, the officials said that lengthy 
delays in the completion of IPO filings can increase the likelihood that 
issuers may opt for private placements or go offshore even if it is more 
costly. They also said that lengthy delays may discourage foreign 
companies from entering U.S. markets. 


The increasing complexity and growth of the capital markets has also 
affected SEC’s ability to inspect and examine the operations of various 
regulated entities. Each year, SEC usually conducts from 800 to 900 
inspections and examinations of SROs, broker-dealers (including their 
branch offices and registered representatives), transfer agents, and 
clearing agents for compliance with the federal securities laws and 
regulations. To better utilize its resources, in the mid-1990s the Office of 
Compliance Inspections and Examinations (OCIE) began conducting 
fewer hill scope examinations, which review all aspects of operations, and 
more frequent risk-based examinations, which focus on specific areas or 
issues. 

Although staff levels are expected to remain unchanged in 2003, SEC 
expects the number of larger, more complex brokerage firms and other 
financial institutions to grow. SEC also expects to enhance its internal 
control examination program. These internal control examinations usually 
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take longer to complete and require special training and skills. 21 In 2001, 
SEC said that they conducted about 22 to 25 broker-dealer internal control 
examinations compared to 1 to 3 when they started the program in 1995. 
However, with no increase in staffing SEC may find it difficult to continue 
to increase the number of internal control examinations completed. 

Although SEC officials said that they had been able to maintain their 
examination schedules and workload with their existing staff levels, some 
officials were concerned that the cycle for certain types of reviews could 
stretch beyond the planned time frames. For example, some officials said 
that the investment adviser reviews could stretch beyond the existing 5- 
year cycle in the future, if that examination program does not have 
sufficient resources. They added that a minimum review 1 in every 5 years 
was vital to the level of oversight needed to protect investors. SEC 
officials also said that new rules that have been implemented will add time 
and complexity to the reviews. Overall, SEC officials said that OCIE had 
lost a lot of experienced staff at the junior level and that new staff requires 
constant training. 

Several industry officials also said that the time between the completion of 
SRO inspections and the issuance of final inspection reports is lengthy. 
SRO officials said that after an inspection is done it usually takes a year or 
two before the report is final. Some SRO officials said that the lag between 
the completion of the inspection and the issuance of the report could 
result in findings and recommendations becoming obsolete because the 
recommended changes had already been made or programs revised. These 
officials said that they would prefer to have the problem pointed out 
during the inspection process so as not to delay any necessary corrective 
action. Such lags in the inspection process can cause inefficiencies in 
SROs’ operations. 

According to SEC officials, other factors, in addition to resource 
constraints, also contribute to the extended time required to complete 
SRO inspections. SRO inspection reports require a more extensive level of 
review due to the variety of complex issues relating to SROs. Moreover, 
any recommendations must receive higher scrutiny because they could 
potentially impact SRO members. However, SEC officials said they 
recognize this is an issue and that steps are being taken to improve the 


21 Internal control examinations are intense reviews of internal controls relating to trading, 
liquidity, credit, new products, and other aspects of broker-dealer operations. 
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inspection process. For example, SEC plans to provide more detailed 
information about preliminary findings at exit interviews and inform SROs 
sooner about the issues that will likely be addressed in the final inspection 
reports. They also said that they plan to do more risk-based inspections of 
SROs. 


Workload Growth and 
Limited Staffing Raise 
Concerns about 
Enforcement 


SEC and industry officials said that delays in closing cases and a backlog 
of smaller investigations presented ongoing challenges for SEC. Between 
1991 and 2000, Division of Enforcement staff devoted to investigations 
increased 16 percent, from 414 to 482 staff years, while the number of 
cases opened increased 65 percent, from 338 to 558. Although increased 
staff has allowed more work to be initiated, delays in completion of 
individual cases persist Moreover, the number of cases pending at the end 
of the year increased 77 percent, from 1,264 in 1991 to 2,240 in 2000. SEC 
officials said the increase in cases pending was partly attributable to high 
staff turnover, which has resulted in old cases not being closed or ongoing 
cases being delayed until other staff can take over. The officials said that 
in 2000, 58 experienced staff left the division. 

SEC and industry officials said that SEC’s enforcement activities are 
important for carrying out SEC’s mandate to protect investors and deter 
fraud and abuse. SEC officials said that they cannot prosecute every case 
and, therefore, must prioritize the cases they will pursue. SEC officials 
said they recognize that they have limited resources and operate 
accordingly. According to SEC officials, SEC generally prioritizes the 
cases in terms of (1) the message delivered to the industry and public 
about the reach of SEC’s enforcement efforts, (2) the amount of investor 
harm done, (3) the deterrent value of the action, and (4) SEC’s visibility in 
certain areas such as insider trading and financial fraud. Except for the 
length of time taken to complete an investigation, most officials said that 
SEC was effective in this area. Although SEC data show that the average 
length of time to complete an investigation decreased, we did not perform 
a detailed review of the individual investigations to determine whether this 
was an improvement or whether SEC on average pursued less time- 
consuming matters for investigation. 
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SEC Information 
Technology Systems and 
Funding Gaps Contribute 
to Inefficiencies 


SEC and industry officials agree that SEC has improved its technological 
capabilities and expertise and has been proactive in creating innovative 
systems that assist the industry. However, SEC officials said that 
additional money is needed to improve the usefulness of many of its 
systems and to increase the technical knowledge of SEC staff. EDGAR 12 
and the investment adviser registration depository (IARD) 23 systems were 
created to provide electronic collection, storage, and retrieval of data for 
the industry and investors. However, SEC staff and industry participants 
said that these systems provide limited capability to retrieve information. 
Currently, users can retrieve corporate and financial information from 
EDGAR, but the system is unable to generate trend information. SEC 
officials said that they must obtain this information from outside sources. 
An SEC staff member noted that the IARD system could be upgraded to 
include a variety of functions beyond storing investment adviser 
information including a search capability that identifies advisers according 
to state and specialty. However, the officials said that SEC was only 
allocated enough funds to meet the requirement of providing investors 
with a readily accessible database of information about investment 
advisers and persons associated with investment advisers. It did not 
receive sufficient funding to make the system fully useful for regulatory 
oversight or as an analytical tool. 


According to SEC officials, SEC’s 2002 information technology budget of 
$46.6 million was used primarily for hardware and software maintenance 
and technology infrastructure needs. These officials said that they 
requested, but did not receive, additional funding for capital improvements 
such as a nationwide network to support the examination and inspection 
activities and enhancements to the IARD. According to the officials, SEC 
has a list of technological improvement projects that have not been funded 
due to budgetary constraints. Several SEC officials said that requests have 
included applications that allow for better manipulation and connectivity 
of various SEC data systems and computerized reports. For example, one 
SEC official said that he must wait days for market surveillance data to be 
downloaded, even though technology exists that would allow SEC to 
obtain this information in seconds. The officials said that SEC’s 
technology needs vary from having a simple toll-free number for investors 


22 EDGAR is a database system through which public companies electronically file 
registration statements, periodic reports, and other forms to SEC. Anyone can access and 
download EDGAR information for free. 

23 IARD is the system that investment advisers must use to register with SEC. 
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to contact SEC staff to having the capability to reconstruct trading activity 
in case of a major market failure, such as the 1987 market break, 

SEC and the industry also cited the lack of additional technical staff as 
another issue. Some SEC officials said that they would like to have more 
information technology specialists to participate in certain examinations. 
One official said that SEC needs more technical specialists to evaluate 
industry participants’ computer and information systems and to ensure 
compliance with new privacy laws that protect investor information and 
assets. As of January 2002, SEC had only two examination staff dedicated 
to technology issues involving broker-dealers and other non-SRO 
examinations. 

SEC requested an additional $13 million in its 2003 budget authorization 
request to support the agency’s information technology and automation 
efforts. Such funding was necessary to enable SEC to 

• respond to federal requirements to expand electronic interactions with 
filers, registrants, the public, and other external customers; 

• enhance SEC’s examination and inspection program by providing 
automated tools to analyze large information databases used by 
investment advisers; 

• upgrade the database, which is used in its investigative process to search 
and match lists of names received from other agencies; 

• respond to federal requirements to ensure information security with better 
intrusion-detection capabilities and incident responsiveness and provide 
additional information security awareness training; and 

• obtain the necessary hardware for creation of a “virtual private network” 
that will allow secure access for offsite inspection and examination 
activities. 

SEC’s oversight of SRO information systems is conducted through SEC’s 
Automation Review Policy (ARP) program, M which in mid-2001 was 
administered by 10 staff members in the Office of Technology and 
Enforcement within the Division of Market Regulation. GAO reported in 
July 2001 that SEC’s ability to oversee information system, issues was 
hampered by the limited resources available to the ARP program, a factor 


24 ARP is a program under which SROs agree to submit to SEC oversight of their 
information systems. 
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that also constrained its staffs’ ability to inspect the SRO’s automated 
systems on a timely basis. 25 

Industry officials were not impressed by SEC’s technology oversight One 
industry official described SEC’s technology reviews as fairly basic. 
Another industry official said that SEC staff had limited technical 
knowledge. This knowledge is vital for overseeing transaction systems 
including settlement and trading systems. And yet another industry official 
highlighted a “lack of confidence” in SEC’s ability to effectively review 
technology and related capacity issues. SEC officials said that SEC has 
made improvement over the last several years and has tried to stay abreast 
of technological advances, but like most regulators SEC remains behind 
market developments. 


Certain Financial 
Statement and Other 
Filings Are Subject to Less 
Frequent Review by SEC 
Staff 


The number of corporate filings SEC received increased 59 percent from 
61,925 in 1991 to 98,745 in 2000. The increase was primarily due to the 
tremendous increase in the number of BPOs and other market transactions 
filed with SEC. During this same time period, the staff years devoted to the 
review of these filings, primarily for accountants and attorneys, increased 
29 percent from 125 in 1991 tol61 in 2000. SEC officials said that this 
limited staff growth combined with the high volume of IPOs limited SEC’s 
ability to review other filings, which also increased. The officials said that 
staff perform full reviews 26 of all registration statements for IPOs and may 
review other transactional filings related to raising capital or mergers and 
acquisitions. As a result, fewer resources are available to review the 
annual and quarterly filings of previously registered securities issuers. The 
percent of all corporate filings that received a full review, a full financial 
review, or were just monitored for specific disclosure items decreased 
from about 21 percent in 1991 when 13,198 were reviewed to about 8 
percent in 2000 when 8,498 were reviewed. 


26 U.S. General Accounting Office, Information Systems: Opportunities Exist to 
Strengthen SEC's Oversight of Capacity and Security , GAO-Ol-863 (Washington, D.C.: July 
25, 2001). 

26 SEC’s review of corporate filings may involve a full review, a full financial review, or 
certain filings may be monitored for specific disclosure items. A full review involves an in- 
depth examination of the accounting, financial, and legal aspects of an issuer’s filing A full 
financial review involves an in-depth accounting analysis of an issuer’s financial statements 
and management’s discussion and analysis or business plan disclosure. 
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According to SEC officials, until the early 1980s, SEC completed full 
reviews of all transactional filings. The officials said that approach would 
not be possible in today’s market without a substantial increase in staff 
resources. In addition, SEC’s goal was to complete a full financial review 
of each issuer’s annual filings in at least 1 of every 3 years — a review goal 
of about 30 to 35 percent of annual filings per year. According to SEC, this 
proposed level of review was expected to “ensure that material issues are 
disclosed clearly and completely and that possible fraudulent activities are 
addressed promptly." However, in 2001, SEC completed full or full 
financial reviews of about 16 percent, or 2,280 of 14,060 annual reports 
filed. 

In November 2001, the Division of Corporation Finance announced that 
staffing levels were expected to remain flat while filings were expected to 
continue to increase and be more complex. In this post-Enron 
environment, SEC plans to reconsider its approach to determining how it 
will select filings for review and how it will review the filings selected. 
Rather than conducting full reviews of fewer firms, the officials said SEC 
may limit its review to a specific disclosure issue and review more filings 
for that issue. For example, SEC may choose to focus on off-balance sheet 
activities and work with the company to improve disclosure. However, the 
officials said that full reviews will not be completely abandoned, but the 
revised approach should help SEC better deploy limited staff resources 
and enable it to have a greater review presence across all types of 
corporate filings in the future. Further, in December 2001, in response to 
the disclosure and accounting problems of Enron Corporation, SEC said 
that it began reviewing the annual filings of the 500 largest U.S. companies. 

SEC also reviews investment company filings, such as mutual fund 
prospectuses for compliance with disclosure requirements. As previously 
shown in figure 6, the number of investment company filings more than 
doubled from 17,143 in 1991 to 35,686 in 2000, while staffing for that 
activity increased by only 9 percent from 45 staff years in 1991 to 49 in 
2000. However, the staff reviewed 33 percent of investment company 
filings in 1991 and increased that rate to 49 percent in 2000. SEC officials 
said the increase in the percentage of filings reviewed was due partly to 
changes in the types of filings coming into the agency, and partly to the 
feet that certain filings were counted as reviewed even though all aspects 
of the filings were not always fully reviewed. For example, if a mutual fund 
company introduces several new stock funds, only one of the new funds 
may be given a full review, and only the unique aspects of the other funds 
may be reviewed. 
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SEC Is Not Addressing 
Many Current and 
Evolving Issues 


Other Factors 
Contribute to the 
Challenges Facing 
SEC 


Both SEC and industry officials agree that the current level of human 
capital and budgetary resources has strained SEC’s capacity to address 
current and evolving market issues. Industry officials generally hold SEC 
staff in high regard and said that SEC does a good job overall. However, 
industry officials also said that they would like to see SEC devote more 
effort to evolving and ongoing areas such as global market issues, 
technology, ATSs, financial statement reporting, and the net capital rule . 27 
For example, one industry official said that SEC should be more proactive 
in coordinating with other regulators and industry in dealing with these 
issues. The official noted that SEC’s reliance on a small number of 
seasoned staff to do the majority of the routine work does not allow those 
staff to adequately deal with new and emerging issues. For example, this 
official and others said that SEC needs to overhaul its approach to net 
capital to make use of modem risk management techniques. They said that 
SEC could benefit from hiring more financial economists to assist in this 
effort. They said that the current net capital rule imposes unnecessary 
costs on broker-dealers that deal in multiple products. 

According to SEC officials, SEC lacks resources to deal with an increasing 
workload, review new products, and implement needed changes to 
rulemaking and policy interpretations. For example, one SEC official said 
that additional resources would be needed for SEC to review new 
products, like exchange-traded funds, and still be able to address its 
traditional workload. Likewise, recent high-profile accounting scandals, 
such as that involving Enron Corporation, have raised questions about 
SEC’s ability to monitor disclosure requirements, which is vital to its goal 
of protecting investors. 


In addition to the staff and workload imbalances, other factors also 
contribute to the challenges SEC currently faces. SEC officials said that, 
although additional resources could help SEC do more, additional 
resources alone would not help SEC to address its high staff turnover, 
which continues to be a problem. Furthermore, in recent years the staff 
turnover and large differentials in pay between SEC and other financial 
regulators and industry employers resulted in many staff positions 
remaining vacant as staff left at a faster rate than officials could hire new 
staff. Although SEC now has the authority to provide pay parity, 


37 The net capital rule, SBC Rule 16c3-l, is a liquidity standard that requires broker-dealers 
to (1) main tain a minimum level of liquid capital sufficient to promptly satisfy all of its 
obligations to customers and other market participants and (2) provide a cushion of liquid 
assets to cover potential market, credit, and other risks. 
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implementing it will depend upon SEC receiving sufficient budgetary 
resources. Industry officials also said that existing securities laws, which 
require SEC to approve market innovations and changes before they can 
be introduced into the market, can create a regulatory bottleneck. Industry 
officials said that there are steps SEC could take to avoid these 
bottlenecks and work more efficiently and effectively, such as by 
reforming its regulatory approval processes. Finally, we found that SEC’s 
budget and strategic planning processes could be improved to better 
enable SEC to determine the resources needed to fulfill its mission. For 
example, unlike “high performing organizations,” SEC has not 
systematically utilized its strategic planning process to ensure (1) that 
resources are best used to accomplish its basic statutorily mandated 
duties and (2) that human capital planning addresses the resource needs 
that are necessary to fulfill the full scope of its mission, including activities 
to address emerging issues, 88 


SEC and Industry Officials 
Cite Turnover as a Primary 
Challenge 


As we noted in our 2001 report on SEC’s human capital practices, about 
one-third of SEC’s staff left the agency from 1998 to 2000. 29 SEC’s turnover 
rate for attorneys, accountants, and examiners averaged 15 percent in 
2000, more than twice the rate for comparable positions govemmentwide. 
Although the rate had decreased to 9 percent in 2001, turnover at SEC was 
still almost twice as high as the rate govemmentwide. Further, as a result 
of this turnover and inability to hire qualified staff quickly enough, about 
250 positions remained unfilled in September 2001. SEC officials said that 
they could do more if they had more staff, but all cited SEC’s high turnover 
rate as a major challenge in managing its workload. likewise, industry 
officials agreed that many of the challenges SEC faces today are 
exacerbated by its high turnover rate, which results in more inexperienced 
staff and slower, often less efficient, regulatory processes. 


From the industry’s perspective, SEC’s high turnover and resulting staff 
inexperience has contributed to many of the delays and problems 
discussed in the previous section. Industry officials said that, in the 
examination area, staff inexperience sometimes resulted in examinations 
taking longer to complete or focusing on procedural violations rather than 


28 High performing organizations are organizations that have been recognized in the current 
literature or by GAO as being innovative or effective in strategically managing their human 
capital. 


GAO-Ol-947. 
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substantive ones. At the beginning of 2000, 76 percent of examiners had 
worked at SEC- fewer than 3 years. Likewise, from 1992 to 1999, the 
average tenure of an examiner declined from 2.9 to 1.9 years. SEC officials 
also told us that high staff turnover contributed to the delays in 
rulemaking and regulatory guidance discussed earlier. For example, SEC 
officials said that SEC has had problems retaining senior market 
supervision staff and that junior staff, on average, stay only for two years. 
In 1992, the average tenure for attorneys leaving SEC was 3.4 years, by 
1999 the average had declined to 2.5 years. The officials said that this has 
contributed to the backlog in the SEC’s rulemaking, interpretive guidance, 
and other activities. The officials also said that they have to constantly 
focus on current priorities, while other work gets put aside. 

Although SEC and industry officials said that SEC would always have a 
certain amount of turnover because staff can significantly increase their 
salaries in the private sector, many said pay parity with other financial 
regulators could enable SEC to attract and retain staff for a few additional 
years. SEC estimated that a new employee generally takes about 2 years to 
become fully productive, and that pay parity could help litem keep staff a 
year or two beyond the initial 2 years. Although industry officials said they 
were generally impressed by the caliber of staff that SEC hires and the 
amount of work they do, they said that staff inexperience often requires 
senior officials to become more involved in basic activities. Industry 
officials also said that certain divisions, such as the Division of Market 
Regulation, could benefit from more staff with a fundamental 
understanding of both how markets work and market experience. They 
said that such experience could help speed rulemaking and review 
processes. According to SEC, the Division of Market Regulation over the 
past two years hired six attorney “fellows” 30 with considerable industry 
experience. However, one attorney fellow recently informed the division 
that he will be leaving the program because of the failure to implement pay 
parity, SEC officials said that they have a difficult time attracting staff with 
market experience, given the government’s pay structure. 

Some officials said that SEC’s turnover rate should decrease after pay 
parity is implemented. Presently, SEC professional staff are paid according 
to government pay rates. On January 16, 2002, the president of the United 


30 Like SEC’s Office of the Chief Accountant, Market Regulation has a fellows program to 
attract seasoned attorneys. According to SEC officials, twenty percent of the division’s GS- 
15 attorneys are attorney fellows. 




Industry Cites Challenges 
Posed by the Securities 
Laws 


States signed legislation that exempted SEC from federal pay restrictions 
and provided it with the authority necessary to bring salaries in line with 
those of other federal financial regulators. Although SEC now has the 
authority to implement pay parity, as of March 1, 2002, SEC has not 
received an additional appropriation to fund its implementation. In 
February 2002, SEC’s chairman wrote to the chairman, Committee on 
Banking, Housing, and Urban Affairs, U.S. Senate, that SEC urgently 
needed pay parity and, that since the legislation had passed and become 
law, any decision not to support funding for pay parity would exacerbate 
the staffing problems it was intended to cure. The chairman also advised 
that SEC could “face even greater employee losses and suffer greater 
irreparable harm to morale” if pay parity was not funded. Therefore, it is 
too soon to determine the effect, if any, of pay parity on SEC’s ability to 
attract and retain staff. 


In addition to turnover, industry officials said that provisions in securities 
laws, which require upfront approvals, determine the pace at which SEC 
can approve market innovations the participants want to implement. For 
example, the Securities Act of 1933 and the Securities Exchange Act of 
1934 generally require SEC to approve certain new products or market 
innovations prior to their implementation. Unlike banking regulators, who 
generally allow banks to engage in various banking-related financial 
activities unless they are specifically prohibited by statute, SEC must 
approve many new products before they can be introduced into the 
market. The securities laws also require SEC approval of new activities 
before market participants can adopt them. For example, SEC must 
approve exemptive applications that are filed by investment companies to 
engage in activities that may be prohibited by statute. However, as the 
number of these applications filed increases and the activities become 
more complex, SEC may be able to close fewer applications each year, 
and the time taken to close the applications may increase. As a result, 
registrants are unable to engage in certain activities until SEC approves 
them, which may put them at a competitive disadvantage. Although an in- 
depth analysis of this issue was beyond the scope of this report, some 
industry officials questioned whether the cost of delaying potentially 
useful products from entering the market outweighed the benefit of 
blocking a few harmful products. 

Like any regulatory structure, provisions of these laws present advantages 
and disadvantages; First, the provisions enable SEC to prohibit new 
products or actions by industry participants that SEC believes to be 
harmful. Yet, SEC faces the difficult task of trying to evaluate the risks of 




SEC’s Could Improve Its 
Budget Planning Process 


SEC’s Budget Process Begins 
with the Past Year as a Base 


products that are untested in the market. Conversely, the provisions can 
also stifle innovations and advances in the market if the review process is 
cumbersome. Some officials said that it would be a more efficient use of 
SEC resources if SEC were able to focus on oversight instead of advanced 
approvals when the exemptive applications, or proposed rule filings, 
would have no adverse competitive effects on other market participants. 
However, SEC officials said that if new products and innovations were no 
longer subject to review and approval before their introduction, SEC 
would need significantly more examiners to monitor the new products and 
innovations after they were introduced. 


Although SEC annually participates in the federal budget process, SEC has 
not reviewed its staffing and resource needs independent of the budget 
process. That is, SEC generally develops its annual budget request based 
on the previous year’s appropriation, not on what it actually would need to 
fulfill its mission. Although SEC officials said that they can shift staff from 
one area to another to address new priorities, SEC’s reactive approach can 
result in regulatory gaps. Comprehensive strategic planning that relates 
SEC’s resource needs to its ability to fulfill its mission could help SEC 
better identify and manage resource needs. 

SEC officials said that the annual budget cycle begins with the preparation 
of an agency-wide estimate based on the previous budget year’s 
appropriation. Next, SEC develops a conforming budget estimate based on 
the budget guidance, including a specified budget amount that the Office 
of Management and Budget (OMB) provides to SEC. SEC budget staff then 
asks officials from each of SEC’s divisions and offices to review and 
update program information and provide estimates of their resource 
needs. However, the division and office officials said that they are often 
told how much of an increase they can request in order to be consistent 
with the budget guidance. The budget staff coordinates the requests and 
discusses staffing needs with the division and office officials. SEC’s 
proposed budget estimate is then sent to OMB, and a budget hearing is 
subsequently held. During the hearing, any policy changes or shifts in the 
SEC chairman’s priorities are discussed. SEC’s budget estimate is 
incorporated into the president’s budget, which is presented to Congress. 
However, before the budget is final, SEC has the opportunity to appeal to 
OMB to modify its approved funding level. SEC’s funding level is also 
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subject to congressional review and appropriation before it becomes 
final. 31 

In addition to its budgeted funding level, SEC also has a “no-year account,” 
which consists of certain fees collected and funds that have been 
appropriated over the years but not expended by year-end. SEC, like 
several other agencies, is allowed to keep appropriated funds that are not 
expended at the end of the year.® Money in this fund is generally used for 
one-time expenditures that are not included in the annual budget. SEC 
officials said SEC can use funds from the no-year account after OMB and 
Congress approve these expenditures. SEC officials said that money from 
the no-year account was used to pay expenses incurred to reopen SEC’s 
Northeast Regional Office, which was located at 7 World Trade Center, 
following September 11th. 33 SEC also used money from the no-year 
account to modernize its EDGAR system. Although SEC had over $75 
million in its no-year account in fiscal year 2001, SEC officials said that 
Congress rescinded $50 million from the no-year account as part of SEC’s 
2002 appropriation. As of the beginning of fiscal year 2002, SEC had about 
$25 million in its no-year account. 

Similar to banking regulators collecting assessments and fees from banks, 
SEC collects fees on registrations, certain securities transactions, and 
other filings and reports. However, unlike the banking regulators, which 
are self-funded, SEC deposits its collections in an SEC-designated account 
at the U.S. Treasury that is used by SEC’s congressional appropriators for, 
among other things, providing appropriations to SEC. 34 Public Law 107- 
123, which authorized pay parity for SEC, also amended the Securities Act 
of 1933, the Securities Exchange Act of 1934, and the Trust Indenture Act 
of 1939 to reduce the fees collected by SEC while providing a stable long- 


3t Separate from this process, SEC also prepares a budget authorization request that gives it 
a greater opportunity to independently determine its needs and make a corresponding 
request, which is submitted to SEC’s congressional oversight committees. 

32 The Departments of Commerce, Justice, State, and the Judiciary, for example, are also 
able to keep unspent funds. 

33 SEC was subsequently reimbursed for the expenses it incurred as a result of the attacks. 

34 Federal banking regulators, like the Federal Reserve System, the Federal Deposit 
Insurance Corporation, and the Office of the Comptroller of the Currency are self-funded 
and are not subject to the federal budget process. These agencies are funded from fees and 
assessments collected and earnings on investments. 
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term funding source for SEC. 36 According to SEC, even after the fee 
reduction, SEC fee collections are projected to bring in a sizable amount 
of revenues, of which those in excess of SEC’s appropriation would be 
available to fund other programs. For example, in 2003, SEC appropriators 
will have approximately $1.3 billion in projected SEC fee collections from 
which to fund the agency versus the president’s request of about $467 
million. 36 In 2001, SEC collected almost $2.1 billion compared to its 
appropriated funding of $423 million. SEC fee collections and 
appropriated funding levels are shown in figure 7. 


Figure 7: SEC Fees Collected and Appropriated Funding, 1991-2001 (billions of dollars) 
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36 The law also mandated a GAO study of SEC self-funding, which is currently under way. 

'*The amendments include complex formulas designed to adjust SEC fee rates to result in 
predetermined amounts of fee collections over the next 9 years. Projected fee collections 
in excess of SEC’s appropriation are available to tund other programs. Prior to the 
amendments’ enactment, SEC was required to deposit a significant portion of its 
collections in the Treasury for general use. The amendments eliminated such deposits. 




Strategic Planning Could Help 
SBC to Better Identify and 
Manage Its Resource Needs 


To respond to expanding markets and new challenges, SEC has requested 
additional resources and funding. For example, in 2001, SEC received 
funding for an additional 50 positions. However, in its 2002 budget, it lost. 
57 positions in order to absorb mandatory inflation-related increases that 
were not covered by its budget. 37 However, SEC received $3.9 million for 
special pay rates for its most experienced attorneys, accountants, and 
examiners in 2002. In its May 2001 authorization request submitted to 
Congress, SEC requested an additional $70 million in 2002, with 
adjustments for inflation for years thereafter, to fund staff pay parity. In 
addition for 2003, SEC requested authorization for an additional $36.4 
million and 261 positions. According to SEC, these additional staff 
resources would allow it to (1) respond to new regulatory, oversight, and 
examination requirements of GLBA; (2) undertake joint regulation of the 
market for single stock futures and narrow-based index futures under the 
Commodity Futures Modernization Act of 2000; (3) enforce and support its 
new auditor independence rules; (4) monitor and review exchange 
automation efforts; and (5) continue combating Internet fraud and insider 
trading. As previously noted, SEC also requested an additional $13 million 
to support its information technology initiatives. The president’s budget 
for 2003 did provide SEC an additional $7.6 million for certain technology 
and security initiatives but did not provide funding for any additional staff 
or for pay parity. As a result, SEC will continue to be restrained from fully 
addressing the new regulatory challenges and growing workload that it 
faces. 

Previous GAO reports noted that high-performing organizations identify 
their current and future human capital needs — including the appropriate 
number of employees, the key competencies needed for mission 
accomplishment, and the appropriate deployment of staff across the 
organization — and then create strategies for identifying and Ailing any 
gaps. 38 SEC generally has identified its available resources and determined 
what could be accomplished with existing staff. However, its inability to 
meet its goals due to resource constraints has resulted in SEC 
reconsidering the goals, for example, in its approach to selecting 


57 SEC was unaffected by this reduction in 2002 because it was absorbed from the agency’s 
many vacant positions, about 250 at the tune. 

38 See U.S. General Accounting Office, Managing for Results: Next Steps to Improve the 
Federal Government’s Management and Performance, GAO-02-439T, (Washington, D.C.: 
Feb. 15, 2002) and Determining Performance and Accountability Challenges and High 
Risks, GAO-0 1-159SP, (Washington, D.C.: Nov. 2000). 
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corporate filings for review and the type of review selected. According to 
SEC officials, SEC’s ability to redeploy its staff is limited by existing 
statutory requirements, which define the responsibilities that SEC must 
carry out and determine its use of the staff. Nevertheless, in determining 
how to address evolving issues, ideally, SEC would periodically evaluate 
the related resources needed to fulfill the full scope of its mission and 
develop strategies to achieve its goals. 

We performed a limited review of SEC’s strategic plan in light of its 
ongoing resource limitations and increased workload. We found that SEC 
has not engaged in a comprehensive strategic planning process. SEC’s 
GPRA strategic plan includes four goals: “protect investors; maintain fair, 
honest, and efficient markets; facilitate capital formation; and sustain and 
improve organizational excellence.” However, the performance measures 
for achieving these goals focus on outputs not outcomes. For example, 
SEC’s objectives for protecting investors include deterring fraud and 
requiring compliance with the federal securities laws, promoting informed 
investment decisions, and promoting the prevention of fraud through 
investor education. However, the output-oriented performance measures 
include the number of enforcement actions taken, filings reviewed, 
examinations completed, and deficiencies identified. These measures 
generally would not help SEC gauge whether the actions taken actually 
result in greater protection for investors or establish the levels of these 
actions and activities needed to achieve its goals. In its annual GPRA 
performance plan and report, SEC has recognized that its performance 
measures are not outcome-oriented. 

In addition to its 5-year strategic plan, SEC develops annual programmatic 
budget estimates and GPRA performance plans and reports addressing its 
strategic goals and performance results. However, neither of these 
documents provide the detailed analysis and information needed to make 
informed workforce decisions, including information on (1) the 
relationship between budget requests for full-time equivalent staff years 
and the ability to meet individual strategic goals and (2) any excesses or 
gaps in needed competencies within the agency’s various divisions and 
offices. Such an analysis would call upon each division and office to 
accurately identify the human capital resources needed to achieve their 
respective strategic goals. This information could help SEC better 
determine the right size, skill needs, and deployment of its workforce to 
fulfill its goals and mission. 
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Conclusions 


Securities markets have undergone tremendous growth and change over 
the past decade. More individuals than ever are invested in securities 
markets, either directly or through mutual funds. Likewise, these markets 
have become more complex and global as technology has fundamentally 
changed the way markets operate and how investors around the world 
interact with the markets. Moreover, the recent, sudden collapse of Enron 
Corporation and other corporate failures have stimulated an intense 
debate on the need for broad-based reform in such areas as financial 
reporting and accounting standards, oversight of the accounting 
profession, and corporate governance. All of these areas of possible 
reform hold significant repercussions and pose challenges for SEC-’s 
oversight role. At the same time, SEC has been faced with an ever 
increasing workload and ongoing human capital challenges, most notably 
high staff turnover and numerous vacancies. 

SEC routinely prioritizes and allocates resources to meet agency demands, 
but SEC faces increasing pressure in managing its mounting workload and 
staffing imbalances that resulted from its workload growing much faster 
than its staff. Critical regulatory activities such as reviewing rule filings 
and exemptive applications and issuing guidance have suffered from 
delays due to limited staffing. According to industry officials, these delays 
have resulted in foregone revenue and have hampered market innovation. 
Oversight and supervisory functions have also been affected. For example, 
staffing limitations and increased workload have resulted in SEC 
reviewing a smaller percentage of corporate filings, an important investor 
protection function. In 2001, SEC reviewed about 16 percent of the annual 
corporate filings or about half of its annual goal of 30 to 35 percent. 
Although SEC is revamping its review process, recent disclosure and 
accounting scandals illustrate how important it is that SEC rise to the 
challenge of providing effective market oversight to help maintain investor 
confidence in securities markets. Although industry officials said that the 
challenges faced by SEC were in part attributable to resource constraints, 
they cited other issues such as SEC’s high turnover rate, which in 2001 was 
almost twice the govemmentwide rate. They said that SEC’s lugh turnover 
created a staffing drain that often resulted in slower, less efficient 
regulatory processes. We explored the reasons for SEC’s turnover rate and 
actions taken to address this problem in our 2001 human capital report. 

Although SEC has taken numerous actions to address its high turnover 
including use of special pay rates and retention bonuses, the lack of 
funding for pay parity will provide little needed relief in the short-term. In 
the 2001 report, we also identified several issues beyond pay that 
warranted ongoing attention by management and recommended actions 



Recommendations for 
Executive Action 


on these issues that could help SEC mitigate its turnover problem. These 
actions included conducting periodic employee surveys to identify staff 
concerns, expanding SEC's human capital plan to include a strategy for 
succession planning, finding ways to involve human capital leaders in 
decision making, and working with the union to address the areas of 
dissatisfaction identified in our 2001 survey (i.e., lack of opportunities for 
advancement, the amount of uncompensated overtime, and quality of 
administrative support services). 

Although SEC’s workload and staffing imbalances have challenged SEC’s 
ability to protect investors and maintain the integrity of securities markets, 
SEC has generally managed the gap between workload and staff by 
determining what basic, statutorily-mandated duties it could accomplish 
with existing resource levels. This approach, while practical, has forced 
SEC’s activities to be largely reactive rather than proactive. For instance, 
SEC has not put mechanisms in place to identify what it must do to 
address emerging and evolving issues. Although SEC has a strategic plan 
and has periodically adjusted staffing or program priorities to fulfill basic 
obligations, SEC has not engaged in a much needed, systematic 
reevaluation of its programs and activities in light of current and emerging 
challenges. Given the regulatory pressures facing SEC and its ongoing 
human capital challenges, it is clear that SEC could benefit from some 
additional funding. However, a comprehensive, agencywide planning 
effort could help SEC better determine the optimum human capital and 
funding needed to fulfill its mission. 


We recommend that the chairman, SEC, develop short-term and long-term 
strategies to address the challenges SEC faces. In the short-term, we 
recommend that SEC take definitive steps to continue to address its 
turnover problem and fill its vacant positions. These actions should 
include exploring use of its no-year fund to expand recruiting and 
retention efforts to ensure that all available resources are maximized to 
attract and retain staff. Likewise, we recommend that SEC explore 
innovative ways to attract senior level staff and bring in additional 
information technology expertise to better position itself to oversee 
evolving securities markets. 

In the long-term, we recommend that the chairman, SEC, address several 
issues relating to strategic planning by broadening SEC’s strategic 
planning process to systematically determine regulatory priorities and 
resource levels needed to fulfill its mission. Furthermore, we recommend 
that once SEC has completed the strategic planning process, each division 
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and office accurately identify the skills needed to perform the regulatory 
priorities identified. Once this is completed, we recommend that SEC link 
the strategic plan to staffing allocation and workforce determinations and 
expand its existing recruiting effort to include any additional disciplines 
identified as necessary to effectively regulate evolving securities markets. 


Agency Comments 
and Our Evaluation 


SEC provided written comments on a draft of this report that are reprinted 
in appendix I. In general, SEC agreed with most of the report's findings, 
conclusions, and recommendations. In particular, SEC strongly supported 
our recommendation that strategic planning could help SEC better identify 
and manage its resource needs. SEC said that it had earlier planned to 
perform an in-depth review of its operations, effectiveness, and resource 
needs. However, the events of September 11th, the lass of SEC’s Northeast 
Regional Office, and the recent bankruptcy of Enron Corporation have 
prohibited that review. Nevertheless, SEC stated that it was committed to 
completing an in-depth review of SEC’s resource needs. 

In response to our recommendation that SEC take definitive steps to 
address its staffing problem, SEC agreed that the lack of funding for pay 
parity would provide it with little needed relief in the short term. However, 
SEC stated that, despite the lack of funding, it was planning to implement 
and manage pay parity within the agency. SEC will soon submit a Pay 
Parity Implementation Report to Congress and the Office of Personnel 
Management. The report is to consider the challenges SEC faces in 
implementing pay parity in light of all of the various interests in the issue. 
Although we have not reviewed SEC’s specific implementation plan, 
developing a plan to implement pay parity is a vital step in improving 
SEC’s staff recruiting and retention efforts. 


Scope and 
Methodology 


To determine how the markets and SEC’s workload have changed, we 
analyzed various securities markets and SEC workload trend data. The 
various workload data used include numbers of corporation and 
investment company filings, complaints and inquiries, rule proposals, 
various industry interpretive and exemptive requests, investigations 
opened, and investment company and investment adviser assets under 
management, and examinations and inspections conducted. These 
workload data are published as part of SEC’s annual budget request. We 
did not attempt to verify any of these data. 


To determine whether SEC’s resources and workload have affected SEC’s 
ability to regulate and oversee the markets, we interviewed current and 
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past SEC officials, including division and office directors, regional office 
directors, budget officials, former commissioners, and academics. 
Likewise, to obtain views from industry officials regarding how well SEC 
is functioning; we met with officials from various exchanges, associations, 
investment companies, and broker-dealers. Although SEC and industry 
officials agreed that the length of time taken to complete various reviews 
and issue guidance had increased, we were unable to quantify these 
effects, because SEC was unable to provide consistent detailed statistics 
on the time it takes to complete certain regulatory processes for the 
program areas discussed in the report such as reviewing filings, issuing 
guidance, and reviewing applications. We also obtained these parties’ 
views about any other factors that may affect SEC’s ability to fulfill its 
mission. 

We also met with OMB officials regarding SEC’s budget and the federal 
budget process. We met with banking industry regulators to obtain 
information on their funding and budget processes. We reviewed SEC 
GPRA performance plans and reports and recent GAO reports that address 
strategic planning at high performing organizations. We also reviewed 
relevant GAO reports on SEC’s oversight and its operations. 

We did our work in Los Angeles and San Francisco, California; 

Washington, D.C.; and New York, New York, between April 2001 and 
February 2002 in accordance with generally accepted government auditing 
standards. 

We are sending copies of this report to the ranking minority members of 
the Senate Committee on Banking, Housing, and Urban Affairs and its 
Subcommittee on Securities and Investment; the chairman and ranking 
minority member, Senate Committee on Governmental Affaire; the 
chairman and ranking minority member, House Committee on Financial 
Services; and other interested congressional committees. We will also 
send copies to the chairman of SEC and will make copies available to 
others upon request. 
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If you or your staff have any questions regarding this report, please 
contact me or Once M. Williams at (202) 512-8678. Key contributors to this 
report were Toayoa Aldridge, Edwin Lane, Barbara Roe&mann, and David 
Tarosky. 

- 

Richard J. Hillman, Director 

Financial Markets and Community Investment 
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Appendix I: Comments from the Securities 
and Exchange Commission 


UNITED STATES 

SECURITIES AND EXCHANGE COMMISSION 
WASHINGTON, D.C. 20548 

February 28, 2002 


Mr, Richard J, Hillman 
Director 

Financial Markets and Community Investment 
U.S. General Accounting Office 
441 G Street, N.W. 

Washington, DC 20548 

Re: Draft Report Entitled SEC Operations: Increased Workload Creates Challenges 

Dear Mr. Hillman: 

Thank you for the opportunity to review and comment on the General Accounting 
Office's draft report addressing whether the Securities and Exchange Commission has s uffi cient 
resources to stay abreast of changes in the securities markets. The report identifies how 
securities markets have changed in recent years, and assesses whether the SEC’s resource levels 
and workload have affected the Commission’s ability to regulate and oversee the markets. 

We agree with most of the conclusions that GAO draws in the draft report. In particular, 
we agree that securities markets have experienced unprecedented growth and change in the last 
decade, that the markets have become more complex and international, and that legislative 
changes have spurred new products and created new regulatory responsibilities. We also agree 
that the SEC’s ability to fulfill its mission has become increasingly strained. As noted in the 
report, SEC resource levels have not grown commensurate with its workload, and the SEC feces 
continuing challenges from its high staff turnover rate and difficulty in hiring qualified staff. 

We also strongly support the report’s recommendation that strategic planning could help 
the SEC to better identify and manage its resource needs. When I returned to the SEC last fall, I 
had hoped to have the opportunity to perform an in-depth review of the Commission’s 
operations, effectiveness, and resource needs prior to the beginning of the fiscal 2003 budget 
process. With the events of September 1 1th, the loss of our Northeast Regional Office, and the 
recent bankruptcy of Enron, T have not had the time to conduct a thorough review. Nevertheless, 
I am committed to completing an in-depth review of the SEC's resource needs in the coming 
months. 

With respect to our staffing challenges in particular, we agree that the lack of funding for 
pay parity will provide us with little needed relief in the short tetm. It is critical that we receive 
current and future funding to implement an effective new compensation system. However, 
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Appendix I: Comments from the Securities 
and Exchange Commission 


Mr. Richard J. Hillman 
Page 2 

despite the lack of funding, we have developed a plan to implement and manage pay parity 
within the agency. 

In accordance with the directive in the Investor and Capital Markets Fee Relief Act (P.L. 
107-123), we soon will submit a Pay Parity Implementation Report to Congress and the Office of 
Personnel Management. The Report considers the challenges we face in implementing pay 
parity in light of ail of the various interests in the issue. In developing our compensation system, 
we strove to strike a delicate balance among competing interests that include the goals of the 
Administration, the concerns of Congress, and equity issues within the Agency. Recognizing our 
responsibility to appropriately manage performance as we improve staff compensation, our 
system includes implementing a strong system with merit/pay-ifor-performance principles, not 
large, across-the-board pay increases that we believe are inappropriate for the federal service. 

We tried to take best practices from ail areas when developing this system and to learn 
from the experiences of the other financial regulatory agencies. Our intent with this reasonable 
approach is to provide increases to all staff in a way that can be implemented quickly, while also 
recognizing that this will be an on- going, long-term effort. In seeking comparability with the 
other federal financial regulatory agencies, the SEC and our compensation consultant conducted 
various analyses of the salary and benefit structures that they provide. The research shows that 
there is a range of approaches available and that differences do exist among how each agency has 
decided to compensate their staff and how successful they have been. 

To ensure that the SEC acts responsibly, we are taking a rather conservative approach 
that will place the agency’s proposed salary structure toward the lower end of those that we 
analyzed. We believe this will allow us tire opportunity to ascertain over time how well our 
system is working before we get locked into a structure that might not meet our goals. In 
addition, the mix between salaries and benefits is not yet known at this time, as these items are 
negotiable with the union that represents a majority of SEC employees. To begin the program 
we plan to maintain the same benefits as are currently available to all Federal employees. 

Our proposed pay scale has 20 levels, each with up to 31 steps. Most staff will be placed 
within ieveis l through 17 (that include two additional supervisory levels), as opposed to the 
current 15 general schedule grades. Levels 18 through 20 are the executive levels with broad 
pay ranges, instead of the current 6. The step structure is designed to make extra steps available 
to attorneys, accountants, and securities compliance examiners with securities industry 
experience. Our goal is to apply this new structure so that we can have a broader range of 
salaries available to aid in hiring new employees and to provide incentives to staff to improve 
their performance. 

With respect to our immediate resource needs, we are conducting an evaluation as part of 
the fiscal 2003 budget process. As you know, the authorization process gives the SEC the 
opportunity to independently determine its needs and make a corresponding budget request. We 
are actively engaged in this process. 
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and Exchange Commission 





GAO’s Mission 

■ 

The General Accounting Office, the investigative arm of Congress, exists to 
support Congress in meeting its constitutional responsibilities and to help 
improve the performance and accountability of the federal government for the 
American people. GAO examines the use of public funds; evaluates federal 
programs and policies; and provides analyses, recommendations, and other- 
assistance to help Congress make informed oversight, policy, and funding 
decisions. GAO’s commitment to good government is reflected in its core values 
of accountability, integrity, and reliability. 

Obtaining Copies of 
GAO Reports and 
Testimony 

The fastest and easiest way to obtain copies of GAO documents is through the 
Internet GAO's Web site (www.gao.gov) contains abstracts and full-text files of 
current reports and testimony and an expanding archive of older products. The 

Web site features a search engine to help you locate documents using key words 
and phrases. You can print these documents in their entirety, including charts and 
other graphics. 


Each day, GAO issues a list of newly released reports, testimony, and 
correspondence. GAO posts this list, known as “Today’s Reports,” on its Web site 
daily. Tile list contains links to the full-text document files. To have GAO e-mail 
this list to you every afternoon, go to www.gao.gov and select "Subscribe to daily 
e-mail alert for newly released products" under the GAO Reports heading. 

Order by Mail or Phone 

The first copy of each printed report is free. Additional copies are $2 each. A 
check or money order should be made out to the Superintendent of Documents. 
GAO also accepts VISA and Mastercard. Orders for 100 or more copies mailed to a 
single address are discounted 25 percent. Orders should be sent to: 


U.S. General Accounting Office 

P.0. Box 37050 

Washington, D C. 20013 


To order by Phone: Voice: (202)512-6000 

TDD: (202) 512-2537 

Fax: (202) 512-6061 

Visit GAO’s Document 
Distribution Center 

GAO Building 

Room 1100, 700 4th Street, NW (comer of 4th and G Streets, NW) 

Washington, D.C. 20013 

To Report Fraud, 
Waste, and Abuse in 
Federal Programs 

Contact: 

Web site: www.gao.gov/fraudnet/fraudnet.htm, 

E-mail: fraudnet@gao.gov, or 

1-800424-5454 or (202) 512-7470 (automated answering system). 

Public Affairs 

Jeff Nelligan, Managing Director, NelIiganJ@gao.gov (202) 5124800 

U.S. General Accounting Office, 441 G. Street NW, Room 7149, 

Washington, D.C. 20548 
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United States General Accounting Office 
Washington, DC 20548 


Comptroller General 
of the United States 


March 5, 2002 


Subject: Highlights of GAP's Corporate Governance. Transparency, and 
Accountability Forum 


The recent sudden and largely unexpected bankruptcy of one of the nation’s major 
corporations, Enron Corporation, and the financial difficulties being experienced by 
several other large corporations have resulted in substantial losses to employees and 
shareholders. Many believe that the decline of Enron and other instances of financial 
statement earnings restatements and bankruptcies have resulted in a general decline 
in investor confidence in our financial markets and in certain key parties under our 
current system, such as external auditors. These events have also raised a range of 
questions regarding how such dramatic and unexpected dealings can happen under 
our current system and the role of various key players under that system. As a result, 
a number of congressional committees and executive branch agencies have initiated 
Enron related investigations. 

The Congress has asked GAO to examine many of the systemic issues arising from its 
oversight in connection with these matters. In particular, the Congress and GAO are 
interested in changes that could serve to reduce the possibility of other Enron-like 
situations occurring in the future. To provide us with a foundation to help inform this 
work, on February 25, 2002, we convened a forum on corporate governance, 
transparency, and accountability. Forum participants included individuals from 
federal and state government, the private sector, standards setting and oversight 
bodies, and a variety of other interested parties. 

The forum was designed to discuss systemic issues, including accounting and 
reporting, corporate governance, auditing, pensions, oversight, and other selected 
matters. As expected, the forum participants expressed a range of views on these 
broad topics, which do not necessarily represent GAO’s views. However, there was 
general agreement that there are no simple solutions, or a single “silver bullet,” and 
that the Congress needs to be careful not to act on perceived problems without 
appropriate review and analysis. To do otherwise may result in actions with 
unintended consequences. Several other key observations follow. 

• Potential investors and shareholders would benefit from financial information 
that is more timely and understandable, including reporting of key trends, 
performance indicators, and risk-related information. 
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• Accounting and reporting rules should be based on “economic substance” of the 
related transactions and should employ a “substance over form” doctrine in 
resolving related matters. Auditors should place additional emphasis on whether 
the financial statements “fairly present the financial condition" of the entire entity 
in all material respects rather than merely assuring that the financial statements 
are presented “in accordance with generally acceptable accounting principles.” 
Auditors should also assure that the financial statements are not “materially 
misleading.” 

• Management is primarily responsible for a firm’s financial condition and related 
financial reporting. Those in key corporate leadership positions, as well as 
external auditors, must set the tone for managing ethically and with integrity. 

• Audit committees have an important role to play in overseeing and interacting 
with internal and external auditors. 

• External auditors should view shareholders as their clients versus management, 
and they must maintain independence and stand firm in resolving key financial 
reporting and audit issues. In this regard, external auditors play an important 
safety net role to protect the shareholders, the public, and others. 

• Because defined contribution plans that provide participant-directed investments 
have experienced significant growth, more emphasis needs to be placed on 
providing additional education and appropriate advice to plan participants. 

• Consideration should be given to providing greater parity between senior 
management and other employees,’ including 401(k) plan participants, in 
connection with the ability to sell stock or other equity instruments. 

• Steps need to be taken to strengthen enforcement of existing requirements and to 
hold the responsible parties fully accountable for any related problems. This 
should involve both civil and criminal sanctions, as appropriate. 

• Additional safeguards, more effective oversight, and tighter enforcement by 
regulators and others will not necessarily prevent businesses from failing. 
However, greater attention to these issues is necessary to help ensure that 
investors adequately understand related risks, financial performance is measured 
in an accurate and timely manner, and conflicts of interest are identified and 
properly dealt with. 

Appendix I includes further highlights of the matters discussed by the forum’s 
participants, who are listed in appendix n. Prior to the forum, we provided them with 
possible questions for discussion, which are shown in appendix HI. We anticipate 
that the forum members will meet in the future to again share knowledge and provide 
current perspectives on these issues, which are of great concern to the financial well- 
being of the nation and its citizens. This document will be posted to our website at 
www.gao.gov . 
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I wish to thank each of the forum participants for providing their insights on the 
important matters this document discusses. I appreciate their willingness to spend 
their time and to provide their views in connection with various matters concerning 
corporate governance, transparency, accountability, and other issues. 



David M. Walker 
Comptroller General 
of the United States 
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Appendix I 


GAO’s Corporate Governance, Transparency, 
and Accountability Forum 

Highlights of the Forum Discussion 


The forum’s overall objective was to have an informal and interactive discussion 
regarding certain systemic challenges, such as those associated with the recent decline 
of Enron. Some have questioned how an entity such as Enron could fall so quickly and 
unexpectedly. Many believe that the decline of Enron and other instances of financial 
statement earnings restatements and bankruptcies have resulted in a general decline in 
investor confidence in our financial markets and in certain key parties under our current 
system, such as external auditors. While the focus of the forum was not on Enron per se, 
it serves to illustrate a number of the systemic and interrelated challenges that need to 
be addressed. 

Addressing these challenges will involve the public, private, and not-for-profit sectors. In 
general, there must be the proper incentives, transparency, and accountability 
mechanisms in place to ensure the effectiveness of any system. As a result, these 
principles were considered in connection with all of the issues discussed. 

Accounting and Financial Reporting 

The forum participants identified the following as important issues to be addressed in 
designing an updated accounting and financial reporting model. 

* Accounting and reporting rules should be based on “economic substance” of the 
related transactions and should employ a “substance over form” doctrine in resolving 
related matters. 

* There are trade-offs between principles-based and rules-based accounting standards. 
Principles-based standards should focus on substance over form and may result in 
volatility and inconsistent implementation among entities. Rules-based standards, 
however, can be too detailed and compliance oriented and focus more on form over 
substance. They can also lead to attempts by key parties to ask “show me why I can’t 
do this?” Both approaches require that all key parties have integrity and exercise 
good judgment. 

• International accounting standards are moving toward a more principles-based 
approach. Ultimately, we may see more of a convergence between international and 
United States accounting standards. 

• It may be feasible to have more rigorous reporting requirements for larger entities, 
particularly those that pose a greater individual risk to capital markets, investors, and 
others. Investors, though, should be clear on any differing requirements. 
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• It is often difficult for investors and other users, even experts, to understand the 
complexities of current financial reporting, including for example, disclosures on 
derivatives and special purpose entities. Steps should be taken to help assure that 
investors have the ability to comprehend and inquire about any issues with significant 
implications on value or risk. It will be a challenge to define the degree of required 
understandability, given the wide disparity of expertise among investors. 

• There has been a proliferation of pro forma financial statements, which allows “spin” 
in reporting financial results and causes confusion for investors and others in 
understanding a corporation’s true financial picture and prospects. 

• There is a fair amount of interest in more useful and timelier reporting, perhaps on a 
quarterly or even more frequent basis. However, such reporting will require even 
greater communication to explain the swings in financial results and may require 
accounting standards setters to evaluate current provisions for leveling or 
“smoothing" financial results over multiple periods. 

• There is need for more timely, useful, and consistent information about important 
trends and key performance indicators. This type of information needs to be 
considered in connection with any broader reporting model. 

Auditing 

Forum participants identified the following key issues related to auditing. 

• Auditors should view shareholders as their clients versus management. The board of 
directors and the audit committee serve as agents for the shareholders and have a 
fiduciary responsibility to them. 

• Auditors should place additional emphasis on whether the financial statements “fairly 
present the financial condition" of the entire entity in all material respects rather than 
merely assuring that the financial statements are presented “in accordance with 
generally acceptable accounting principles." Auditors should also assure that the 
financial statements are not “materially misleading.” 

• Auditors need to stress their independence over any other business relationships or 
potential conflicts of interest with their clients. They should emphasize with 
management the need for making the right disclosures rather than ascertaining 
whether the rules do not preclude management-preferred forms of disclosure. 

• Consideration might be given to strengthening independence by looking at periodic 
audit firm rotation, renewable terms, or periodic rotation of all key personnel 
assigned to an audit within a firm. Rotation, though, is costly in terms of an extended 
start-up time due to lost experience, particularly for larger entities with complex 
finances. 
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• Consideration might also be given to adopting a variety of auditing models, such as 
more joint auditing, instead of a “one firm does all” approach. For example, Canada 
requires big banks to have two auditing firms. 

Pensions and Savings Plans 

Forum participants identified the following key issues related to employee pension and 

savings plans. 

• The advent of 401(k) plans and a decrease in defined benefit plans have caused 
employees, rather than employers, to bear related investment risks. 

• The average plan participant does not have sufficient amounts in their 401(k) plans to 
retire at ages such as 55 years. 

• Plan participants are not required to diversify their portfolios and may too narrowly 
concentrate their portfolios on a single stock of interest to them, such as their 
employer. For this and other reasons, the investing public may not necessarily want 
a paternalistic approach from government on investment options and choices. 
However, they may need more flexibility to reallocate employer matching 
contributions from stock to other forms of investment in a more timely manner than 
required under current law. 

• Many employees may also want to share in the growth and success of an entity they 
work for, and employers may want to use stock and/or stock options to ensure or 
increase company loyalty and better align employee interests with those of the 
company and other shareholders. There are many successful examples of entities 
with employee stock ownership and stock option plans. There are also examples of 
when such plans were not successful. 

• A large segment of the investing public, including 401(k) plan participants, may not 
have all the knowledge necessary to make intelligent investment decisions, and may 
want or need additional education and appropriate investment advice. For example, 
they need additional assistance to better understand the need for diversification and 
the risks associated with building large percentages of their account in any one 
investment, especially employer securities. 

• Consideration should be given to requiring more transparency and parity in the rights 
of senior management vis-a-vis plan participants, particularly as to the rights to sell 
company stock during plan freezes or lockdown periods. 
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Corporate Governance 

Forum participants identified the following key issues related to corporate governance. 

• The United States is largely viewed as having the most effective capital markets in the 
world, and the current system of corporate governance has generally supported these 
markets and the overall economy of the United States over the past several decades. 

• It is not readily clear whether the spate of recent business failures and earning 
restatements, such as Enron, is a result of systemic weaknesses in the current 
corporate governance structure. Any major revisions to corporate governance 
models should be considered only after obtaining and analyzing as much information 
as possible from past failures and restatements. 

• A governmental body, or unit, modeled perhaps after the National Transportation 
Safety Board, and whose sole purpose would be to investigate large business failures, 
could lead to more immediate results and help to prevent such failures in the future. 
This body, or unit, would need to draw upon expertise from a variety of governmental 
and nongovernmental entities in discharging its mission. 

• Management is primarily responsible for the accuracy and integrity of an entity’s 
financial reporting, internal controls, performance reporting, and compliance with 
applicable laws and regulations, as well as for establishing and enforcing an 
appropriate code of conduct. 

• The integrity and competency of top management, often referred to as the “tone at 
the top,” are critical factors in an entity’s ultimate success. The nominations and 
compensation committees of boards of directors can play a meaningful role in 
ensuring that entities identify and attract competent and ethical members of the 
board and senior management-the right people in the right environment-and 
ensuring fair and transparent compensation policies. 

• Boards of directors, including audit committees, work for the shareholders and 
should have appropriate job qualifications, independence, and resources to be able to 
do their job effectively. 

• Consideration needs to be given to matters such as (1) what type of relationship the 
board should have with management (for example, constructive engagement), and 
(2) what, if any, selection process changes are necessary in order to assure the 
proper identification of qu alifi ed and independent board members. 

• The mutual funds industry might be a good model for defining the expertise needed 
for audit committee membership, as well as for nominations and compensation 
committees. 
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• Increasing demands regarding expertise and potential liability concerns could limit 
the number of potential committee candidates. However, there is a vast pool of more 
senior, former corporate executives and public accounting profession members that 
could serve as potential committee members (e.g., early retirees). 

• Audit committees are not in a position to manage the audit process and, thus, may 
not be in the best position to hire the auditors. However, audit committees can serve 
as a buffer between the external auditors and company management, which hires the 
auditors. 

• Audit committees would be most effective if they (1) are comprised of highly 
qualified individuals who are truly independent of top management, (2) meet 
periodically (e.g., quarterly) with both external and internal auditors without entity 
management present, and (3) have their own counsel and other resources. Audit 
committees need to ensure that there is an effective internal audit function, effective 
internal controls, and an appropriate code of conduct, and they need to invest time in 
researching the entity and asking the right questions. 

• Consideration might be given to creating more independent, whistle-blowing 
mechanisms within entities, such as establishing chief ethics officers or ombudsmen. 
It may make sense to model such a mechanism in part on the current federal 
inspector general concept. Here again, there is a large pool of highly qualified early 
retirees who could fill such positions. 

Oversight 

Forum participants identified the following key issues related to oversight. 

• Capital markets and investors rely on entities to report timely and reliable financial 
information and to provide reasonable disclosure to understand related risks. 

• Effective oversight will not necessarily prevent entities from making bad business 
decisions and from failing. Oversight can, however, help to ensure that investors 
adequately understand related risks; that financial performance is measured in a 
timely, accurate, and reasonably consistent manner; and that conflicts of interest are 
identified and properly dealt with. 

• A more direct government role in accounting and auditing standards setting and other 
intervention may not necessarily improve oversight, particularly when taking into 
account the knowledge and expertise needed to address conflicts of interest and 
increasingly complex financial issues. It may be more effective in the long run for 
regulators to require stronger self-regulatory measures, to aggressively oversee those 
measures, and to take more timely and meaningful civil and criminal enforcement 
actions when rules are violated. 
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• Many entities today are taking a closer look at their own governance and risks in light 
of recent high profile business failures. Disclosure of how they address key 
governance issues, in the form of asking questions or adopting best practices, may be 
more effective than placing undue reliance on severe enforcement mechanisms, such 
as delisting companies. 

• There may be merit in considering more rigorous requirements and/or restrictions for 
larger companies, such as those listed on the major exchanges. In such instances, 
though, investors should know fully about any differing requirements. 

Where Do We Go From Here 

The forum participants identified the following ideas for possible follow-up. 

• Efforts by GAO and other organizations to identify possible common denominators 
for major business failures might identify other specific issues, particularly those 
related to potential conflicts of interest and inadequate disclosures. 

• Best practices guides in connection with certain important areas (e.g., audit 
committees) could be beneficial in helping to enhance the effectiveness of the related 
parties. 

• Roundtable discussions with members of specific groups, such as audit committee 
members or internal auditors, might help to identify other specific issues related to 
corporate governance, transparency, and accountability. 

• The issues identified in this forum should be periodically revisited by these 
participants or by others. For example, this group should consider meeting again in 
one year to review and assess progress and determine what, if any, additional actions 
may be appropriate. 
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Appendix II 

GAO’s Corporate Governance, Transparency, 
and Accountability Forum 

Participants 


Charles A. Bowsher 

William E. Brock 
Robert C. Butler 

James G. Castellano 

James Cochrane 

Michael J. Cook 

Mark W. Everson 
Kayla J. Gillan 
Christina Gold 
Barbara Hafer 

Robert K. Herdman 

Edmund L. Jenkins 
Marc Lackritz 
Philip B. Livingston 
Barry C. Melancon 

Robert A. G. Monks 


Chair, Public Oversight Board; and Former 
Comptroller General of the United States 

Former Secretary, U.S. Department of Labor 

Former Chair, Financial Accounting Standards 
Advisory Council 

Chair, American Institute of Certified Public 
Accountants 

Senior Vice President, Strategy and Planning, New 
York Stock Exchange 

Retired Chairman and Chief Executive Officer 
Deloitte & Touche LLP 

Controller, Office of Management and Budget 

General Counsel, CalPERS 

Vice Chair, The Conference Board 

President, National Association of State Auditors, 
Comptrollers, and Treasurers 

Chief Accountant, Securities and Exchange 
Commission 

Chair, Financial Accounting Standards Board 

President, Securities Industry Association 

President, Financial Executives International 

President, American Institute of Certified Public 
Accountants 

Founder, Institutional Shareholder Services; and 
Former Assistant Secretary, Pension and Welfare 
Benefits Administration, U.S. Department of Labor 
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David Mosso 
John F. Olson 
Stephen C. Patrick 
Gary J. Previts 

Roger W. Raber 
David S. Ruder 
Mary L. Schapiro 
David Shedlarz 
AW. Pete Smith 
Stanley Sporkin 

Elmer B. Staats 
Mark J. Ugoretz 


Chair, Financial Accounting Standards Advisory Board 

Chair, ABA Committee on Corporate Governance 

CFO, The Colgate-Palmolive Company 

Chair, Global Communications Committee of the 
International Association of the Financial Executives 
Institute 

President, National Association of Corporate Directors 

Former Chair, Securities and Exchange Commission 

President, NASD Regulation; and Former Chair, CFTC 

Executive Vice President and CFO, Pfizer Inc. 

President and CEO, Private Sector Council 

Former Director of Enforcement, SEC; and Former 
Federal District Court Judge 

Former Comptroller General of the United States 

President, ERISA Industry Committee 
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Appendix HI 


GAO’s Corporate Governance, Transparency, 
and Accountability Forum 

Possible Questions for Discussion 


GENERAL: 

• What steps need to be taken to minimize the possibility that another rapid and 
unexpected decline and fall of a major public company and related pension plans, 
like the Enron situation, will occur? 

• What types of systemic issues need to be reviewed and considered (e.g., 
accounting'reporting, auditing, corporate governance, pensions, self-regulatory, 
legislative, regulatory, enforcement)? 

ACCOUNTING/REPORTING: 

• Do the current accounting/reporting and SEC disclosure models provide meaningful, 
timely and useful information for investors and other key stakeholders to make 
informed decisions? 

• Are there significant items of value that the current accounting and reporting model 
does not adequately address? 

• Are there significant liabilities, commitments, contingencies or other risk related 
items that the current accounting and reporting model does not adequately address 
(e.g., special purpose entities, uncovered arbitrage positions)? 

• Is there a need for enhanced key trend or projection information in corporate 
financial statements? 

• What should be the minimum standards for “pro-forma” financial information 
reported by public companies? 

• How does the Internet (e.g., company web site information) affect the current 
accounting and reporting model? 

AUDITING: 

• Are there significant items of value or risk that the current audit model does not 
adequately address? 

• Does the current approach to testing and reporting on internal controls make sense? 

• Does the current audit framework relating to fraud make sense? 

• What type of relationship should the outside auditor have with management? 

• What type of relationship should the outside auditor have with the Board and the 
Audit Committee? 

• Are the current disciplinary mechanisms in place for auditors adequate and effective? 

• What, if any, changes need to be made to the current peer review model? 

• What, if any, changes in the current auditor independence rules should be made? 

• How does the Internet (e.g., company web site information) affect the current audit 
model? 
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CORPORATE GOVERNANCE: 

• Should CEO’s also serve as Chairman of the Board in public companies? 

• Who should select Board candidates for voting on by the shareholders? 

• What, if any, minimum qualification requirements should be imposed on public 
company board and audit committee members? 

• Should there be additional restrictions on the number of inside directors for public 
companies? 

• What, if any, changes should be made to the role and structure of audit committees 
(e.g., revisions to independence definitions, limitations on compensation 
levels/methods and/or rotation of members)? 

• How can the Board and the outside auditors work together to enhance shareholder 
value and better address shareholder risks, including the overall control 
environment? 

PENSIONS: 

• What, if any, additional restrictions should be considered or additional guidance is 
needed in connection with plan investments in employer securities? How might 
these vary by type of plan (e.g., 401(k) plans versus ESOPs)? 

• What, if any, modifications in regulatory or enforcement approaches should be 
considered in connection with plan investments in employer securities? 

• What, if any, changes should be considered in connection with plan freezes of 
investment elections due to changes in plan service providers (e.g., plan 
recordkeeper)? 

OVERSIGHT: 

• What is your reaction to Chairman Pitt’s proposal of new oversight bodies for the 
accounting profession? 

• What, if any, changes need to be made in the current review and oversight models to 
identify possible cases like Enron before they occur in addition to conducting post- 
mortems? 

• How can the coordinated and integration of the current multi-faceted and multi- 
dimensional oversight model be improved? 

• Does the POB have adequate authority and resources to effectively discharge its audit 
oversight responsibilities? 

• Does the SEC have adequate authority and resources to effectively discharge its 
reporting, regulatory and enforcement responsibilities? 

• Does the DOL have adequate authority and resources to effectively discharge its 
pension oversight responsibilities? 

• Does the AICPA have adequate authority and resources to effectively discharge all of 
its professional governance responsibilities (e.g., standards, monitoring, disciplinary 
actions)? 
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OTHER: 

• What, if any, changes should be made in connection with conflict of interest rules for 
corporate management? 

• What, if any, revisions or restrictions should be made in connection with insider 
trading? 

• What, if any, changes are necessary in connection with the role and function of 
securities analysts? 

• What, if any, other related systemic issues should be discussed? 


(193031) 
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BusinessWeek 


Business Week 
March 11, 2002 

SECTION: FINANCE; Regulators; Number 3773; Pg. 84 
LENGTH: 749 words 

HEADLINE: CAN THE SEC HANDLE ALL THIS SCANDAL? 

BYLINE: By Mike McNamee, with Amy Borrus, in Washington 

HIGHLIGHT: 

Its chief enforcer faces a swelling caseload and a frozen budget 

BODY: 

The first chairman of the Securities 8c Exchange Commission, William O. Douglas, once said that the 
agency should always keep "a well-oiled shotgun in the comer" to use on miscreants. Douglas' embattled 
25th successor, Harvey L. Pitt, has more reason than most to remember that. For Pitt, Stephen M. Cutler 
is that shotgun. 

As director of the SEC's Enforcement Div., Cutler is the top cop on what's now Washington's highest- 
profile beat. But his toughest task isn't just catching those responsible for such high-profile financial 
failures as Enron Corp. and Global Crossing Ltd. Cutler also has to convince skeptical investors and 
hang-'em-high lawmakers that the SEC can restore confidence in Corporate America. That means 
overcoming the strong impression -- created by Pitt's stumbling start and the Bush White House’s 
stinginess — that his bosses would rather let the SEC's shotgun rust. Is Cutler up to that job? The 41- 
year-old lawyer is far more of a crusader than his boss: After graduating from Yale Law School, Cutler 
spent a year working with Bill Lann Lee, who later headed the Justice Dept.'s Civil Rights Div. under 
Bill Clinton. Those who have come up against him say Cutler, who assumed the top job in October after 
three years as deputy, is a daunting strategist. "You don't face off with Steve Cutler -- it's more like a 
chess match," says Ralph C. Ferrara of Debevoise & Plimpton, who defended MicroStrategy Inc. in 
2000 when the SEC collected $ 1 1 million in penalties and restitution from execs of the McLean (Va.) 
software company for using aggressive accounting. Ferrara adds: "You won’t get a lot of table-pounding 
from Steve -- but you will see a lot of sanctions against people who violated the law." 

The sorry state of accounting is Cutler’s priority. In the first eight weeks of 2002, Enforcement has 
launched accounting inquiries into 45 companies, a 165% jump in a caseload that has been rising since 
1998. Post-Enron, "we're getting lots of cards and letters, and more of them from people with firsthand 
knowledge of misconduct," Cutler says. 

But to turn tips into fines and penalties, Cutler needs resources and backing — and the picture is 
worrisome on both fronts. The Bush Administration froze the SEC's 2003 budget — which Pitt O.K.'d. 
The chairman won't say if he'll ask Congress for more. For this year, Cutler sees no increase in his team 
of 775 lawyers, accountants, and market-watchers despite the growing caseload. "We're stretched thin," 
he says. 

Pitt's rhetoric hasn't helped. After a career defending accountants, brokers, and executives against SEC 
charges, Pitt launched his. tenure with a speech promising accountants a "kinder and gentler" SEC than 
under his predecessor, Arthur Levitt Jr. Then came an SEC report spelling out how companies with 
bookkeeping woes that turn themselves in might win lighter penalties. And Pitt has been slow to respond 
to Enron Corp. "In most corporate scandals, the SEC chairman is the drum major in front of the reform 
parade," says John C. Coffee Jr., a securities law professor at Columbia University. "This time, the band 
marched over the drum major, and he's had to catch up with the parade." 

Pitt talks a lot tougher now. He wants "real-time enforcement," he says, forcing companies to restate 
their books sooner and speeding cases. The chairman also wants harsher penalties. He would strip 
executives of bonuses and option rewards that were based on inflated stock prices. And the SEC is 
calling in the Justice Dept, to seek criminal charges on more cases: "Nothing speaks as loudly to 
Corporate America as the prospect of jail time," Cutler says. The agency also wants more power to bar 
offenders from serving as officers or directors of public companies. 

Still, Pitt's main tool for restoring the SEC's credibility is Cutler, who has free rein to investigate Enron, 
Global Crossing, and their auditor, Arthur Andersen. "I've told my staff, 'We've got to bring a tough 
prosecutorial attitude, but also a sense of justice,"' Cutler says. A few more shells for his shotgun 
wouldn’t hurt, either. 
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Listing in a Material World 


By ANDY KESSLER 


We don’t need no stinkin' Congressional hearings. This whole 
accounting mess can be cleared up by simply defining the word 
materiality. 

Have you ever tried driving your car by only looking in the 
rearview mirror? That is exactly what it is like being an 
investor. You study the past to reveal hints of the twists and 
turns of the road ahead. Oh yeah, and it’s foggy in front of you 
and your passenger seat is filled with analysts and industry 
sources and newspaper reporters and talking heads yelling often 
conflicting advice on where to turn. 
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The best information on a company comes 
from the company itself, in the form of 
quarterly disclosures, which investors use 
to figure out ongoing business trends vs. 
one-time events. But management guided 
by accountants hides behind the vague 
meaning of ,, materiality,' , or what actually 
has to be disclosed. 

The margin of materiality was first used to 
cover honest mistakes by accountants. As 
in: "Oh, we missed counting a few 
widgets, but it's not a material enough 
amount to bother correcting." But what is 
considered material? No one knows. In the 


ABOUT THE MANAGER’S 
JOURNAL 

Manager's Journal is a weekly 
column that analyzes a business 
issue or story or. occasionally, a 
management issue or story involving 
a nonbusiness enterprise such as a 
government agency or a nonprofit 
organization. 

Some Manager's Journals are 
written in the first person by a CEO 
or other manager; others are written 
by reporters, analysts or consultants. 
The column, which runs on 
Mondays, is edited by Collin Levey. 


past, the Securities and Exchange Commission has gone by the 

scientific definition of materiality as something that someone somewhere might consider 
important. 


In 1998, the Financial Accounting Standards Board got more specific. Something was material 
when it was big enough that "the judgment of a reasonable person relying on the information 
would have been changed or influenced by the omission or misstatement," it said. Accountants 
use a rule of thumb that something larger than 5% or 10% is material. But 5% to 10% of what? 
Revenue? Assets? Profits? 


As an investor, whenever I asked a CEO for more details on the last quarter, a further 
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breakdown of revenues, prices, or who's buying a hot new product, I was usually told the details 
were not material, meaning they were less than 10% of current revenues, even though that hot 
product might soon be half of the company's business. The next favorite response was that 
management couldn't tell me for "competitive reasons." 

I always felt like saying, "Look pal, I'm an owner of your company. I’m trying to make a 
decision whether to buy more shares, which would push up your stock price, allow you to raise 
cheaper capital, employ more option-hungry engineers, so you can kill your competitors, who 
told me about this hot product in the first place." 

But, like Enron, many companies held back disclosures by hiding behind materiality thresholds. 
As a $100 billion company, anything less than $10 billion at Enron was not considered material. 

As an investor, flying blind, I want to know everything you can tell me. Don't tell me it would 
be information overload, I have spreadsheets, I can handle it. Plus there are thousands of Wall 
Street analysts with not much to do who will gladly pour through these details and form an 
opinion. 

A few weeks ago, Tyco got around to mentioning it did over 700 acquisitions totaling $7 billion 
in 1999-2001, $4 billion just last year, and the stock promptly halved. They may have been 700 
of the greatest companies, but to paraphrase Dr. Strangelove, "The whole point is lost if you 
keep it a secret. Why didn’t you tell the world, eh?" 

Global Crossing got snagged doing capacity swaps on the last day of the quarter, which boosted 
reported revenues, but not much else. These swaps of Indefeasible Rights of Use (IRUs) were 
disclosed, as they totaled almost 25% of revenues in Global Crossing's last quarter before filing 
Chapter 1 1 . But no other details were given. And the company invented an adjusted cash flow 
to report to investors. Guess which way it was adjusted. 

OK, so Enron, Tyco, Global Crossing — maybe those guys were just a bunch of cowboys. Real 
companies disclose, right? 

Not really. The bluest of the blue chips is IBM and it just got lost in the Sea of Materiality as 
well. IBM sold an optical component division to JDS Uniphase for a $300 million gain. But 
rather than reporting it as a one-time gain, IBM used it as an offset to lower its expenses, so it 
magically flew under the radar. IBM's revenues in the last quarter were $22 billion, so $300 
million is noise. But after-tax profits were $1.3 billion, which investors assumed represented an 
ongoing trend. Three hundred million dollars in hidden expense reductions means profits were 
legally overstated by up to 20%. By management refusing to ratchet down the materiality dial, 
investors were duped. Is this the Lou Gerstner legacy? 

As an "average prudent investor," to borrow the SEC's lingo, I hereby declare that for me to be 
reasonably informed the materiality threshold should be 1%. While SEC chief Harvey Pitt now 
wants more oversight for accountants, all we need to do is recommend companies use 1% 
materiality. And make it voluntary. 

When a company releases earnings, it should be required to include its materiality threshold. 
Want to stay at 10%? Fine, just tell me. Oh, your stock may trade at a lower earnings multiple, 
though, since no one can trust your earnings. Want to claim a 1% materiality threshold? Great, 
but you better back it up with all sorts of details on how revenues break down, prices, large 
customers and so on. 

General Electric's stock is down 30% from its May 2001 peak, because investors are worried 
that the House That Jack Built is increasingly a giant hedge fund with unknown risks. GE 
Capital, after all, is 40% of its business. In response to investor concerns, CEO Jeffrey Immelt 
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now plans to provide sales and earnings details on 14 financial business units. That feels like a 
3% disclosure. Every company in the S&P 500 should follow suit. 

Don't have that much detail at hand about your own company? I'd get your numbers-crunchers 
on it real quick. If you don't want to disclose information, stay private, and try borrowing 
money from your local bank. 

Mr. Kessler, a former hedge-fund manager, is writing a book on technology and markets . 
URL for this article: 

http://online.wsj.eom/artide/0,, SB1014593680928693280.djm.00.html 
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United States General Accounting Office 
Washington, DC 20548 


Comptroller General 
of the United States 


May 3, 2002 

The Honorable Paul S. Sarbanes 
Chairman, Committee on Banking, 

Housing, and Urban Affairs 
United States Senate 

Dear Mr. Chairman: 

This letter responds to your recent request that we provide our views regarding what 
steps the Congress should consider taking to strengthen oversight of the accounting 
profession, auditor independence, and selected financial reporting matters. The 
sudden and largely unexpected bankruptcy of the Enron Corporation (Enron) and 
other large corporations’ financial reporting restatements have raised questions about 
the soundness of the current self-regulatory and financial reporting systems and 
resulted in substantial losses to employees, shareholders, and other investors. These 
events have also raised a range of questions regarding how such dramatic and 
unexpected events can happen and the role and capacities of various key players 
under the existing systems. 

The issues surrounding the accounting profession’s current self-regulatory system for 
auditors involves many players in a fragmented system that is not well coordinated, 
involves certain conflicts of interest, lacks effective communication, has a funding 
mechanism that is dependent upon voluntary contributions from the accounting 
profession, and has a discipline system that is largely perceived as being ineffective. 
(Enclosure 1 serves to illustrate the complexity of the current system of regulation 
and oversight and the stakeholders who rely on the system.) 

Simply stated, the current self-regulatory system is broken and oversight of the self- 
regulatory system by the Securities and Exchange Commission (SEC) has not been 
effective in addressing these issues to adequately protect the public interest As a 
result, given the important role that independent auditors play and various inherent 
problems in the current self-regulatory system, direct government intervention is 
needed to statutorily create a new body to oversee the accounting profession’s 
responsibilities for auditing public companies. This step is necessary in order to 
increase the effectiveness of the audit process and to rebuild public confidence. 

The new body should be independent of the accounting profession, have significant 
standards-setting, oversight, and disciplinary authority, be adequately resourced to 
fulfill its responsibilities, and have sufficient operating flexibility to attract and retain 
quality leadership and supporting staff. 
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On the other hand, the concerns relating to the timeliness, relevancy and 
transparency of the financial reporting model may be best addressed through the 
SEC working more closely with the Financial Accounting Standards Board (FASB), 
assuring that the FASB has an adequate and independent source of funding for its 
operations, and reporting periodically to the Congress in connection with certain 
FASB matters. If such an approach is not successful in achieving the expected 
improvements in the financial reporting model in a timely and effective manner, 
the government can then take further action. 

The areas of oversight of the accounting profession, auditor independence, and 
financial reporting are important on their own, but they also represent interrelated 
keystones to protecting the public's interest Failure in any of these areas can place 
a strain on the entire system. Consequently, potential actions should be guided by 
the fundamental principles of having the right incentives for the key parties to do the 
right thing, adequate transparency to provide reasonable assurance that the right 
thing will be done, and full accountability if the right thing is not done. These three 
fundamental principles represent a system of controls that should operate in 
conjunction with a policy of placing special attention on areas of greatest risk. 


NEW BODY NEEDED TO. REGULATE AND 
OVERSEE THE ACCOUNTING PROFESSION 

Enron’s failure and a variety of other recent events have brought a direct focus on the 
ineffectiveness of the current system of regulation and oversight of the accounting 
profession. Independent auditors have a key role to play in protecting shareholders 
and the public’s interest in our capital market system. They hold a public trust and 
their actions or inactions can have significant implications on investors, creditors 
and other users of financial reports. In this regard, auditors must place additional 
emphasis on whether financial statements are “fairly presented in all material 
respects” in addition to their traditional emphasis on whether such financial 
statements are prepared “in accordance with general^ accepted accounting 
principles." Fair presentation requires providing reasonable assurance that major 
value and risk elements are appropriately reflected in the financial statements and 
related notes in an understandable fashion. It also requires employing an “economic 
substance” versus “transaction form” approach to important accounting and 
reporting issues. 

Many proposals are before the Congress to establish a new body to regulate and/or 
oversee accounting firms that audit public companies. In our view, the Congress 
should consider the following key factors or criteria in establishing this new body, 
each of which is critical to its likely effectiveness. 
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Functions of the New Body 

The new body should have direct responsibility and authority for certain critical 
functions in connection with public accounting firms and their members who audit 
public companies. These include: 

• establishing professional standards (independence standards; quality control 
standards, auditing standards, and attestation standards). The new body should 
be authorized to issue professional standards. In that respect, the new body 
should also be authorized to affirmatively adopt, at its discretion, professional 
standards, in whole or in part, promulgated by another standard-setting body. 

In the area of new standards, the new body may choose to require auditor 
reporting on the effectiveness of internal control over financial reporting in 
connection with audits of public companies, which is currently not required 
under existing auditing standards. It may also decide not to affirmatively adopt 
a standard developed by another standard-setting body but instead issue a 
modified version of the standard. 

• monitoring public accounting firms for compliance with applicable professional 
standards. For efficiency, except for quality reviews of the largest firms and those 
firms in which the nature of the audits they perform pose a higher level of risk 

as determined by the new body, the new body should be authorized to use 
contractors or accounting firms to perform quality reviews in accordance with 
standards and processes set by the new body. However, the new body should 
have final approval authority in connection with any quality review engagements 
performed by any contractors or accounting firms. 

• investigating and disciplining public accounting firms and/or individual auditors 
of public accounting firms who do not comply with applicable professional 
standards. Investigations and disciplinary actions of the new body should be in 
addition to existing investigatory and disciplinary authority that already exists 
with the SEC and state boards of accountancy. 

• establishing various auditor rotation requirements for key public company audit 
engagement personnel (i.e., primary and second partners, and engagement 
managers). Related to this function, we believe the new body should undertake a 
study and report to the Congress on the pros and cons of any mandatory rotation 
of accounting firms that audit public companies before taking any action with 
regard to establishing requirements for any mandatory rotation of accounting 
firms. 

Funding for the New Body 

The new body should have independent sources of funding by virtue of mandatory, 
not voluntary, payments. Public accounting firms and audit partners that audit 
financial statements, reports, or other documents of public companies that are 
required to be filed with the SEC should be required to register with the new body. 
The new body should have the authority to set annual registration fees and fees for 
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services such as peer reviews of public accounting firms. The fees should be set to 
recover full costs and sustain the operations of the new body. 

Renorting Requirement of the New Body 
and GAO Access to Records 

The new body should report annually to the Congress and the public on the fiill 
range of its activities, including coordination with other standard-setting bodies 
whose standards it so chooses to adopt, setting professional standards, peer reviews 
of public accounting firms, and related disciplinary activities. Such reporting also 
provides the opportunity for the Congress to conduct oversight of the performance 
of the new body. The Congress also may wish to have GAO review and report on the 
performance of the new body after the first year of its operations and periodically 
thereafter. Accordingly, we suggest that the Congress provide GAO not only access 
to the records of the new body, but also access to the records of other entities that 
the new body has chosen to rely on, such as other standard-setting bodies, and 
contractors or public accounting firms that conduct quality reviews, to the extent 
GAO considers necessary to assess the performance of the new body. 

Structure of the New Body 

The new body should be created by statute and should be independent of the 
accounting profession. To facilitate operating independently, the new body’s board 
members should be highly qualified and should have authority to set and approve its 
operating rules. The new body should have independent decision-making authority, 
however, it should coordinate and communicate its activities with other parties such 
as the SEC, the various state boards of accountancy, other standard- setters, and 
GAO, as appropriate. The new body should set its own human resource and other 
administrative requirements and should be given appropriate flexibility to provide 
compensation that is competitive to attract highly competent board members and 
supporting staff. The new body should also have adequate staff to effectively 
discharge its responsibilities. 

Candidates for the new body’s board membership could be identified through a 
nominating committee that could include the Chairman of the Federal Reserve, 
Chairman of the SEC, the Secretary of the Treasury, and the Comptroller General 
of the United States. This approach would help to assure the qualifications and 
independence of all board members. 

The number of board members could be 5 or 7 and have stated terms, such as 5 years 
with a limited renewal option, and the members’ initial terms should be staggered to 
ensure some continuity. Ideally, the members of the board should be presidential 
appointees who are confirmed by the Senate (PASs). However, if the board members 
are not PASs, the board should be actively overseen by and accountable to a body 
that is composed of PASs, such as the SEC, in order to assure adequate 
accountability to the Congress and the public. At a minimum, the chair and vice-chair 
should serve on a full-time basis. None of the board members should be active 
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accounting profession practitioners, and a majority of board members should not 
have been accounting profession practitioners within the recent past (e.g., 3 years). 

There are several alternative structures that the Congress could choose from in 
establishing the new body, including creating (1) a new unit within the SEC, (2) 
an independent government entity within the SEC, (3) an independent government 
agency outside the SEC, or (4) a non-governmental private-sector entity overseen 
by the SEC. Each of the above alternative structures have various pros and cons that 
should be considered in order to assure the credibility and effectiveness of the new 
body in protecting the public interest We believe that each of the alternative 
structures provides an organizational foundation for managing and operating the 
new body teat potentially is workable. For the following reasons, we favor 
alternatives two and three and believe they have a greater likelihood of success. 

Under alternatives one and four, the new body’s functions (e.g, establishing 
professional standards, monitoring, and discipline) would be subject to SEC 
approval in order to assure teat all actions are in the public’s interest and appropriate 
accountability to the Congress and tee public. This, however, would increase tee 
SEC’s responsibility as well as its workload, for the agency and tee Commissioners, 
bote of which are already overloaded. Also, under alternatives one and four the new 
body’s board members would not likely be PASs since under alternative one the SEC 
Chair and other Commissioners are PASs, and since alternative four involves a non- 
governmental entity. Therefore, under alternatives one and four, the new body would 
have less direct accountability to tee Congress and tee public than a body with board 
members who are PASs. This limitation could be mitigated to some extent by 
ensuring teat regardless of tee structure of tee new body teat board members are 
selected from candidates provided by an independent and appropriately qualified 
nominating committee as previously discussed. 

Although a structure that provides direct accountability to the Congress and the 
public is important in our view, a more critical question regarding tee structure of 
alternatives one and four is whether tee SEC has the capacity to effectively take on 
such an additional workload. Clearly, the SEC has the culture and potential to 
perform an active oversight role and this would be in line with its current mission. 
But, does it realistically have tee capacity to do so? From a historical perspective, 
while tee SEC has had authority for over 70 years to regulate tee public accounting 
profession under tee federal securities laws and regulations related to public 
companies, it has largely relied on tee public accounting profession to regulate itself. 
It is now apparent that this model has not adequately protected tee public’s interest. 
Therefore, the SEC would need to institute a new function within its organization, as 
called for in alternative one, or a new oversight structure for a private-sector entity 
outside tee SEC, as called for in alternative four, bote of which would require 
additional resources and a significant increase in priority to more directly regulate 
tee accounting profession at a time when tee SEC is already facing a range of 
challenges in fulfilling its current responsibilities. Further, we believe that the SEC 
also needs to increase tee amount of time and attention teat it allocates to interacting 
with the FASB, tee stock exchanges, and the investment banking/analyst community. 
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As we recently reported, 1 the SEC’s ability to fulfill its mission has become 
increasingly strained due, in part, to significant imbalances between the SEC’s 
workload (such as filings, complaints, inquiries, investigations, examinations, 
and inspections) and staff resources. Although additional resources could help the 
SEC do more, additional resources alone would not help the SEC address its high 
staff turnover, which continues to be a major challenge for the agency. About 
40 percent of the SEC’s staff left the agency between 1998 and 2001 and, as a result, 
the average level of experience at the SEC has been declining. For example, in 2000, 
76 percent of the SEC’s examiners had been with the agency less than 3 years. 
However, we also reported that the SEC has not made effective use of strategic 
planning and information technology to leverage its limited resources. In addition to 
putting more strain on the SEC’s capacity, alternatives one and four would also likely 
be less efficient models for the new body to operate under by requiring additional 
time and attention from the SEC. 

Alternative two, which calls for the creation of an independent government entity 
within the SEC, and alternative three, which calls for the creation of an independent 
government agency outside the SEC, do not pose the same capacity challenges for 
the SEC, especially at the Commissioner level, as alternatives one and four. Also, 
alternatives two and three both meet each of the critical factors outlined above for 
the structure of the new body. We recognize there may be concern over adding 
more political appointments that have to be Senate confirmed, as called for under 
alternatives two and three, given the recent challenges of filling positions that are 
PASs. However, having an independent entity overseen by PASs serves to 
significantly enhance the entity’s accountability to the Congress and the public. 

Of these two alternatives, we favor alternative two as having a greater likelihood of 
success because the new body would be housed within fire SEC and, therefore, could 
receive administrative support from the SEC, including human resources, payroll, and 
other administrative support More importantly, this alternative should better 
facilitate communication and provide for maximum coordination with the SEC, while 
also allowing the new body the independence to design its own policies and 
procedures and systems as it deemed appropriate. In addition, alternative two would 
not require the Congress to create a separate federal entity. Alternative two would 
also facilitate a consolidation of the new entity under the SEC in future years if such 
a consolidation was deemed to be both desirable and appropriate. Therefore, we 
believe that alternative two has the greatest likelihood of success in terms of 
potential effectiveness, efficiency, and accountability of the new body. However, 
as previously stated, each of the alternative structures has merit and can potentially 
work if properly designed and implemented. 


AUDITOR INDEPENDENCE 


For over 70 years, the public accounting profession, through its independent audit 
function, has played a critical role in enhancing a financial reporting process that has 


SEC Operations: Increased Workload Creates Challenges, (GAO-02-302, March 5, 2002). 
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supported the effective functioning of our domestic capital markets, which are widely 
viewed as the best in the world. The public’s confidence in the reliability of issuers’ 
financial statements, which relies in large part on the role of independent auditors, 
serves to encourage investment in securities issued by public companies. This sense 
of confidence depends on reasonable investors perceiving auditors as independent 
expert professionals who have neither mutual, nor conflicts of, interests in 
connection with the entities they are auditing. Accordingly, investors and other users 
expect auditors to bring to the financial reporting process integrity, independence, 
objectivity, and technical competence, and to prevent the issuance of misleading 
financial statements. 

Enron’s failure and certain other recent events have raised questions concerning 
whether auditors are living up to the expectations of the investing public; however, 
similar questions have been raised over a number of years due to significant 
restatements of financial statements and certain unexpected and costly business 
failures, such as the savings and loan crisis. Issues debated over the years continue 
to focus on auditor independence concerns and the auditor’s role and 
responsibilities. Public accounting firms providing nonaudit services to their audit 
client is one of the issues that has again surfaced by Enron’s failure and the large 
amount of annual fees collected by Enron’s independent auditor for nonaudit 
services. 

Auditors have the capability of performing a range of valuable services for their 
Clients, and providing certain nonaudit services can ultimately be beneficial to 
investors and other interested parties. However, in some circumstances, it is not 
appropriate for auditors to perform both audit and certain nonaudit services for the 
same client. In these circumstances, fire auditor, the client, or both will have to make 
a choice as to which of these services the auditor will provide. These concepts, 
which we strongly believe are in the public's interest, are reflected in the revisions to 
auditor independence requirements for government audits, 1 which GAO recently 
issued as part of Government Auditing Standards? The new independence standard 
has gone through an extensive deliberative process over several years, including 
extensive public comments and input from my Advisory Council on Government 
Auditing Standards.* The standard, among other things, toughens the rules associated 
with providing nonaudit services and includes a principle-based approach to 
addressing this issue, supplemented with certain safeguards. The two overarching 
principles in the standard for nonaudit services are that 


’Government Auditing Standards: Amendment No. 3, Independence IGAO^IZ^SSG, January 2002). 

’ Government Auditing Standards was first published in 1972 and is commonly referred to as the 
“Yellow Book,” and covers federal entities and those organizations receiving federal funds. Various 
laws require compliance with the standards in connection with audits of federal entities and ftmds. 
Furthermore many states and local governments and other entities, both domestically and 
internationally, have voluntarily adopted these standards. 

’ The Advisory Council includes 20 experts in financial and performance auditing and reporting drawn 
from all levels of government, academia, private enterprise, and public accounting, who advise the 
Comptroller General on Government Auditing Standards. 
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• auditors should not perform management functions or make management 
decisions, and 

• auditors should not audit their own work or provide nonaudit services in 
situations where the amounts or services involved are significant or material to 
the subject matter of the audit 

Both of the above principles should be applied using a substance over form doctrine. 
Under the revised standard, auditors are allowed to perform certain nonaudit 
services provided the services do not violate the above principles; however, in most 
circumstances certain additional safeguards would have to be met For example, 

(1) personnel who perform allowable nonaudit services would be precluded from 
performing any related audit work, (2) the auditor’s work could not be reduced 
beyond the level that would be appropriate if the nonaudit work were performed 
by another unrelated party, and (3) certain documentation and quality assurance 
requirements must be met The new standard includes an express prohibition 
regarding auditors providing certain bookkeeping or record keeping services and 
limits payroll processing and certain other services, all of which are presently 
permitted under current independence rules of the AICPA However, our new 
standard allows the auditor to provide routine advice and technical assistance on 
an ongoing basis and without being subject to the additional safeguards. 

The focus of these changes to the government auditing standards is to better serve 
the public interest and to maintain a high degree of integrity, objectivity, and 
independence for audits of government entities and entities that receive federal 
funding. However, these standards apply only to audits of federal entities and those 
organizations receiving federal funds, and not to audits of public companies. In the 
transmittal letter issuing the new independence standard, we expressed our hope 
that the AICPA would raise its independence standards to those contained in this 
new standard in order to eliminate any inconsistency between this standard and 
their current standards. The AICPA’s recent statement before another congressional 
committee that the AICPA will not oppose prohibitions on auditors providing certain 
nonaudit services seems to be a step in the right direction. 5 

The independence of public accountants is crucial to the credibility of financial 
reporting and, in turn, the capital formation process. Auditor independence 
standards require that the audit organization and the auditor be independent both 
in fact and in appearance. These standards place responsibility on the auditor and 
' the audit organization to maintain independence so that opinions, conclusions, 
judgments, and recommendations will be impartial and will be viewed as being 
impartial by knowledgeable third parties. Because independence standards are 
fundamental to the independent audit function, as part of its mission, the new 
statutorily created body, which we previously discussed, should be responsible for 
setting independence standards for audits of public companies, as well as have the 


s Testimony of AICPA Chairman before the House Energy and Commerce Committee (Subcommittee 
on Communications, Trade and Consumer Protection), February 14, 2002. 



665 


authority to discipline members of the accounting profession that violate such 
standards. 


FINANCIAL REPORTING 


Business financial reporting is critical in promoting an effective ^allocation of capital 
among companies. Financial statements, which are at the center of present-day 
business reporting, must be timely, relevant, and reliable to be useful for decision- 
making. In our 1996 report on the accounting profession," we reported that the 
current financial reporting model does not fully meet users’ needs. More recently, 
we have noted that the current reporting model is not well suited to identify and 
report on key value and risk elements inherent in our 21" Century knowledge-based 
economy. The SEC is the primary federal agency currently involved in accounting 
. and auditing requirements for publicly traded companies but has traditionally relied 
on the private sector for setting standards for financial reporting and independent 
audits, retaining a largely oversight role. Accordingly, the SEC has accepted rules set 
by the FASB — generally accepted accounting principles (GAAP) — as the primary 
standard for preparation of financial statements in the private sector. 

We found that despite the continuing efforts of FASB and the SEC to enhance 
financial reporting, changes in the business environment, such as the growth in 
information technology, new types of relationships between companies, and the 
increasing use of complex business transactions and financial instruments, 
constantly threaten the relevance of financial statements and pose a formidable 
challenge for standard setters. A basic limitation of the model is that financial 
statements present the business entity’s financial position and results of its 
operations largely on the basis of historical costs, which do not fully meet the broad 
range of user needs for financial information. 7 Enron’s failure and the inquiries that 
have followed have raised many of the same issues about the adequacy of the current 
financial reporting model, such as the need for additional transparency, clarity, more 
timely information, and risk-oriented financial reporting 

Among other actions to address the Enron-specific accounting issues, the SEG has 
requested that the FASB address the specific accounting rules related to Enron’s 
special purpose entities and related party disclosures. In addition, the SEC Chief 
Accountant has also raised concerns that the current standard-setting process is too 
cumbersome and slow and that much of the FASB’s guidance is rule-based and too 


1 The Accounting Profession: Major Issues: Progress and Concerns (GAO/AIMD-96-98, September 24, 
1996). 

"The accounting and reporting model under generally accepted accounting principles is actually a 
mixed-attribute model. Although most transactions and balances are measured on the basis of 
historical cost, which is the amount of cash or its equivalent originally paid to acquire an asset, certain 
assets and liabilities are reported at current values either in the financial statements or related notes. 
For example, certain investments in debt and equity securities are currently reported at fair value, 
receivables are reported at net realizable value, and inventories are reported at the lower of cost or 
market value. Further, certain industries such as brokerage houses and mutual funds prepare financial 
statements on a fair value basis. 
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complex. He believes that (1) a principle-based standards will yield a less complex 
financial reporting paradigm that is more responsive to emerging issues, (2) the FASB 
needs to be more responsive to accounting standards problems identified by the SEC, 
and (3) the SEC needs to give the FASB freedom to address the problems, but the 
SEC needs to monitor projects on an ongoing basis and, if they are languishing, 
determine why. 

We generally agree with the SEC Chief Accountant’s assessment We also believe 
that the issues surrounding the financial reporting model can be effectively addressed 
by the SEC, in conjunction with the FASB, without statutorily changing the standard- 
setting process. However, we do believe that a more active and ongoing interaction 
between the SEC and the FASB is needed to facilitate a mutual understanding of 
priorities for standard-setting, realistic goals for achieving expectations, and timely 
actions to address issues that arise when expectations are not likely to be met In 
that regard, the SEC could be directed to: 

• reach agreement with the FASB on its standard-setting agenda, approach to 
resolving accounting issues, and timing for completion of projects; 

• monitor the FASB’s progress on projects, including taking appropriate actions 
to resolve issues when projects are not meeting expectations; and 

• report annually to the Congress on the FASB’s progress in setting standards, 
along with any recommendations, and the FASB’s response to the SEC’s 
recommendations. 

The Congress may wish to have GAO evaluate and report to it one year after 
enactment of legislation and periodically thereafter on the SEC’s performance in 
working with the FASB to improve the timeliness and effectiveness of the accounting 
standard-setting process. Accordingly, we suggest that the Congress provide GAO 
access to the records of the FASB that GAO considers necessary for it to evaluate the 
SEC’s performance in working with the FASB. 

The FASB receives about two-thirds of its funding from the sale of publications with 
the remainder of its funding coming voluntarily from the accounting profession, 
industry sources, and others. One of the responsibilities of the FASB’s parent 
organization, the Financial Accounting Foundation, is to raise funds for the FASB and 
its standard-setting process to supplement the funding that comes from the FASB’s 
sale of publications. Some have questioned whether this is the best arrangement to 
ensure the independence of the standard-setting process. This issue has been raised 
by the appropriateness of certain accounting standards related to consolidations, that 
the FASB has been working on for some time, applicable to Enron’s restatement of 
its financial statements as reported to the SEC by Enron in its November 8, 2001, 

Form 8-K filing. However, the issue has previously been raised when the FASB has 
addressed other controversial accounting issues, such as accounting for stock 
options. We believe that the FASB should have mandatory sources of funding to 
remove the appearance of any independence issues related to funding FASB. 
Therefore, the Congress may wish to task the SEC with studying this issue and 
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identifying alternative sources of mandatory funding to supplement the FASB’s sale 
of publications, including the possibility of imposing fees on registrants and/or firms, 
and to report to the Congress on its findings and actions taken to address the funding 
issue. 


CLOSING COMMENTS 

The United States has the largest and most respected capital markets in the world. 
Our capital markets have long ervjoyed a reputation of integrity that promotes 
investor confidence. This is critical to our economy and the economies of other 
nations given the globalization of commerce. However, this long-standing reputation 
is now being challenged by some parties. The effectiveness of systems relating to 
independent audits and financial reporting which represent key underpinnings of 
capital markets and are critical to protecting the public’s interest, has been called 
into question by the failure of Enron and certain other events and practices. 

Although the human elements can override any system of controls, it is clear that 
there are a range of actions that are critical to the effective functioning of the system 
underlying capital markets that require attention. In addition, a strong enforcement 
function with appropriate civil and criminal sanctions is also needed to ensure 
effective accountability when key players fail to properly perform their duties and 
responsibilities. 

The accounting profession’s self-regulatory system has not effectively fulfilled its 
responsibilities. In addition, the current model whereby the SEC oversees various 
self-regulatory organizations in connection with financial reporting and auditing has 
not worked well, especially in connection with audits of public companies. Further, 
the SEC is not staffed to take on a more direct role in regulating the accounting 
profession nor has the SEC strategically managed its limited resources well. 
Therefore, we strongly believe that a new independent body, created by statute to 
regulate audits of public companies, is needed in order to better protect the public’s 
interest However, currently we do not believe that it is necessary or appropriate for 
the government to assume direct responsibility for financial reporting. We do, 
however, believe that the Congress should provide the SEC with direction to address 
the issues concerning financial reporting as we have previously discussed. 

In summary, Enron’s recent sudden collapse, coupled with other recent business 
failures and certain other activities, pose a range of serious issues concerning the 
accounting profession and financial reporting that should be addressed. The 
fundamental principles of having the right incentives, adequate transparency, and 
full accountability provide a good sounding board to evaluate proposals that are 
advanced. In the end, no matter what improvements are made to strengthen the 
oversight and independence of the accounting profession and enhance the relevancy 
and transparency of financial reporting, bad actors will do bad things with bad 
results. We must, however, strive to take steps to minimize the number of such 
situations and to hold any violators of the system fully accountable for their actions. 
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We would be pleased to meet with you or other members of the committee to answer 
any questions that you may have or to provide further assistance. 



Comptroller General 
of the United States 

Enclosure 
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July 1, 2002 


The Honorable 
Paul S. Sarbanes 

Chairman, Committee on Banking, 
Housing and Urban Affairs 
U.S. Senate 

Washington, D.C. 20510 


Dear Mr. Chairman: 

We write in support of the proposed “Public Company 
Accounting Reform and Investor Protection Act of 2002” (the 
“Accounting Reform Act”). Although there are provisions that one 
or more of us might quarrel with, the Accounting Reform Act is 
the best approach to reform among the various legislative and 
agency proposals now in circulation — by far. 

The case for reform was persuasively established in your 
Committee’s hearings. The Securities and Exchange Commission, 
in its recent Release No. 33-8109, concluded that “the oversight 
mechanism for insuring that public companies have their financial 
statements audited by skilled, disinterested professionals operating 
under high ethical standards and strict quality control procedures is 
not working as intended.” 

We applaud the stated purposes underlying the SEC’s 
proposals, which are essentially the same as those supporting the 
Accounting Reform Act. It is our opinion, however, that without 
specific Congressional authority of the sort intended by that Act, 
the SEC’s efforts at rule making to establish an oversight board are 
uncertain to achieve the effective reforms needed. The problem 
arises from serious doubts as to the SEC’s powers to achieve the 
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goals of its recent release. Our specific concerns are summarized 
below. 

1. The Need for Legislation . Effective powers to investigate 
and discipline are essential. It is uncertain whether the SEC has the 
power to assure the oversight board of the following protections, 
each of which is an important element in assuring its effectiveness: 

a) Privilege from discovery of investigative files. 

b) Immunity from private civil liability. 

c) Protection from antitrust violation for group boycott 
or other activity violative of antitrust principles. 

Each of these protections have been available to NASD 
Regulation, Inc. because it was created under specific legislation to 
receive from the SEC, and to perform, delegated law enforcement 
powers subject to supervision by that governmental agency. 

Absent specific legislation creating the oversight board, it is 
uncertain whether the SEC has statutory authority to bestow those 
protections. Even if the SEC were ultimately successful in its 
assertion of power, effective reform will wait on the sidelines 
while, unavoidably, the SEC experiences years of litigation that 
will needlessly consume staff time and its limited financial 
resources. 

More generally, serious questions have been raised as to the 
SEC’s authority to even create the oversight board it proposes. 
Historically, on the other principal occasions when a new 
regulatory body under the mantle of the SEC has been created, 
Congress has acted. Thus, NASD Regulation, Inc. is not a 
precedent in support of the SEC’s asserted powers because it is a 
creature of statute. We would expect the disciplinary and fee- 
imposing powers that the SEC proposes to delegate to the 
oversight board to become the subject of extended litigation, with 
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the outcome uncertain. To build this important oversight and 
accountability structure on so weak a foundation is unwise. 

2 . Enforcement Powers. As a private body, the proposed 
oversight board can only discipline or fme accounting firms and 
persons who wish to remain employed by them. Thus, if a partner 
or employee is fined by the board, that person has only to resign 
from the accounting firm in order to escape the obligation to pay. 
In contrast, a legislatively created board could be authorized to 
impose fines and other sanctions that could not be escaped in so 
simple a fashion. 

3. Independence . We question the effectiveness of the SEC’s 
design to achieve a central tenet of its goal: to make the accounting 
profession “subject to a private sector system of regulatory 
oversight directed by representatives of investors and issuers, not 
self-regulation by the profession.” 

As proposed in the release, one-third of the oversight board’s 
members could be practicing accountants. Their self-interest 
would be likely to confront their public responsibilities as board 
members on a regular basis. Even the initial so-called “public 
members” of the oversight board, who would comprise 2/3rds of 
the membership, would be selected by the accounting profession 
when it constitutes the oversight board for acceptance by the SEC. 
Watchdogs who are selected by those whom they are intended to 
watch constitute, at best, dubious guardians, not ones who will 
restore investor confidence in the audit profession. 

We think the approach to selection of members of the 
oversight board contained in the Accounting Reform Act, 
involving the SEC in consultation with the Board of Governors of 
the Federal Reserve System and the Secretary of the Treasury, is 
much more likely to assure the oversight board’s independence. 
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Very truly yours, 


John C. Coffee, Jr. 

Adolf A. Berle Professor of Law, 
Columbia University Law School 

Bevis Longstreth 

Former Commissioner, Securities and 
Exchange Commission and Member of 
Panel on Audit Effectiveness 

Joel Seligman 

Dean and Ethan A. H. Shepley 
University Professor, Washington 
University School of Law 
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THE CHAIRMAN 


UNITED STATES 

SECURITIES AND EXCHANGE COMMISSION 

WASHINGTON, D.C. 20549 

July 3, 2002 


The Honorable Phil Gramm 
Ranking Member 

Committee on Banking, Housing, and Urban Affairs 
United States Senate 
534 Dirksen Senate Office Building 
Washington, D.C. 20510 


Dear Senator Gramm: 

I am writing, at your request, regarding the July 1 st letter provided to Chairman Sarbanes 
by John C. Coffee, Bevis Longstreth and Joel Seligman in support of the proposed “Public 
Company Accounting Reform and Investor Protection Act of 2002” (the “ Act”). 

I am glad to have the opportunity to correct apparent misunderstandings in the July I s ' 
letter regarding the Commission’s recently proposed rulemaking to create a framework for a 
Public Accountability Board. 

First, the letter points to various “uncertainties” and “doubts” regarding the 
Commission’s authority to achieve its goals and raises the possibility of litigation if the rules are 
adopted. The letter pointedly does not , however, contain a statement that, in the authors’ 
opinion, the Commission lacks the authority to adopt the rules it has proposed. 

The existence of “uncertainty” and the risk of litigation are, as you well know, inherent in 
our legal system — in the legislative as well as the rule-making context. It is plainly a 
misapprehension of our regulatory processes to suggest that this unremarkable fact should be 
cause for adopting legislation. Moreover, it is notable that in recent press reports. Professor 
Seligman is quoted as saying, in the context of identifying the possibility of litigation. *7 believe 
an appropriate construction of the Exchange Act is that the power is there." (The New York 
Times, June 21, 2002, page 1, column 2). 

In fact, as discussed at our June 20 th open meeting, based on a careful review and 
consultation with its Senior Staff, the Commission unanimously concluded that it had the 
authority to proceed with its proposed rule. 

Second, the letter mistakenly suggests thab the Commission's proposed rules could be 
subverted through an individual’s resignation from an accounting firm. This reflects a 
misreading of the proposed rules, which differ from the Act in that they would require 
membership by individual accountants, not just accounting firms. Thus, the resignation of an 
individual would not have the effect the authors describe. 
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Third, the letter contains the incorrect statement that, under the Commission’s proposal, 
the public members of the oversight board — constituting two-thirds of its membership - — 
“would be selected by the accounting profession.” In fact, the rules specifically prohibit the 
inclusion among the board’s public members of individuals with any significant ties to the 
accounting profession^ — and the Commission would have the express authority to reject any 
oversight board that attempted to circumvent this requirement. 

Let me underscore that our goal has been, and will continue to be, to work with Congress 
to produce the best result for investors and the nation’s securities markets — regardless of 
whether that occurs through the legislative or regulatory process. I do not believe that 
correspondence of the type submitted on July 1. 2002 is constructive in moving us toward that 
goal. I look forward to continuing to work with you and other members of Congress to achieve 
our shared objectives. 



cc: Chairman Paul S. Sarbanes 
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Eliot Sp sizer 

Attorney General 



State of New York 
Office of the Attorney General 
120 Broadway 
New York, NY 10271 


( 212 ) 416-9050 


June 5, 2002 


Honorable Paul Sarbanes 
Chairman 

Committee Banking, Housing, and Urban Affairs 
SD-S34 

Washington, D.C. 20510 
Dear Chairman Sarbanes: 

As you know, my office has been conducting an on-going investigation of equity research 
and research analysts at major brokeiage/investment banking firms headquartered in New York, 
Problems in this area have existed for several years and recently appear to have grown worse. I 
write to share with you and your committee some of our findings to date that may be of assistance 
to the Committee. 

Evidence we obtained during the first phase of our investigation, which focused on Merrill 
Lynch, shows that research reports and stock ratings of companies that were potential or actual 
banking clients of Merrill Lynch were often distorted to assist the firm in obtaining and retaining 
investment banking business. One management document we obtained actually acknowledged the 
conflict and its results, stating: “We are off base on how we rate stocks and how much we bend 
backwards to accommodate banking, etc.”. We believe that the lack of research independence 
from investment banking likely extends to other firms as well. 

A number of the issues we are investigating were raised by witnesses at your recent 
hearings on “Accounting and Investor Protection Issues Raised by Enron and Other Public 
Companies.” My staff has carefully reviewed your hearing record and it is my understanding that 
studies were cited suggesting that analysts associated with underwriters were less objective in their 
research than independent analysts. You also received testimony showing that securities analysts 
report that they are frequently pressured to make positive recommendations or at least to temper 
negative opinions. One of your witnesses stated, “Some of the companies may intimidate analysts 
into being bullish. Those who stand up may face less access to company information and perhaps 
backlashes too.” 
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Evidence that we have obtained confirms what you heard, namely that analysts are 
subjected to significant pressure with respect to their research. Documents produced by Merrill 
Lynch show that pressure came not only from covered companies, but also from Merrill’s own 
investment banking department. Merrill analysts were actively involved in investment banking 
sales efforts, participating in roadshows and marketing under writings to important institutional 
clients. The lead internet analyst at Merrill Lynch estimated that at one point he was spending 
over 50 percent of his time assisting investment banking. 

The method by which many analysts are compensated exacerbates their conflict of interest 
and tack of independence. Documents and testimony obtained in the course of our investigation 
indicate that analyst compensation is often tied to an analyst's contribution to the investment 
banking side of the firm’s business, Merrill Lynch analysts, for example, were asked to submit a 
year-end report detailing contributions they had made So investment banking during the year. One 
analyst’s compensation rose from $3 million per year to $12 million per year, after he submitted 
the requested summary of his group’s contribution to investment banking. 

We are proceeding with our investigation and enforcement of New York’s anti-fraud 
statute. However, we believe that the problem posed by analyst conflicts of interest can best be 
solved through a combination of greater disclosure and significant institutional reform. 

Although a start, the proposed regulations by the National Association of Securities 
Dealers and the New York Stock Exchange fall short of what should be legislated in this area. Foi 
example, the regulations fail to address the problem of intimidation or retaliation against analysts 
who publish unfavorable research about a company. At a minium, these proposed regulations 
should be codified so there can be no backsliding by the industry or the regulators. 

In conclusion, based on my investigations, to date, I believe that the analyst conflict 
provisions in your bill are an important first step in addressing a number of the abuses we 
uncovered in our recent investigation. I urge you and members of the Banking Committee to resist 
efforts to water down or strike these provisions. 

In my opinion, investor protection and the public interest demand that these issues be 
addressed in your legislation. 

Sincerely, 

A— 

ELIOT SPITZER 

Attorney General 




ACCOUNTING REFORM AND 
INVESTOR PROTECTION 


WEDNESDAY, MARCH 6, 2002 

U.S. Senate, 

Committee on Banking, Housing, and Urban Affairs, 

Washington, DC. 

The Committee met at 10:10 a.m. in room SD-538 of the Dirksen 
Senate Office Building, Senator Paul S. Sarbanes (Chairman of the 
Committee) presiding. 

OPENING STATEMENT OF CHAIRMAN PAUL S. SARBANES 

Chairman Sarbanes. Let me call this hearing to order. 

Because of the nature of the Senate schedule and the time con- 
straints that some Members have, I am going to invite the panel 
of two people to come on up. We will just do one panel because, 
otherwise, I am afraid that we are just going to run over. 

So if we could just take the other two witnesses and put them 
on either end, I think Senator Gramm and I will be able to work 
that within the time constraints. As you well know, you never can 
control the Senate schedule from 1 day to the next. 

Today, the Committee continues its examination of auditing 
standards, corporate financial reporting, and investor protection. 
As almost all of our previous witnesses have pointed out, Enron is 
but one example of underlying weaknesses within our system. In 
fact, The Wall Street Journal noted yesterday, and I quote them: 

It is hard to deny that the boom of the 1990’s produced some faster and looser 
behavior by business. John Goble, the former head of Vanguard, recently pointed 
out that U.S. companies restated their earnings 607 times in the past 3 years, more 
than in the entire previous decade. Granted a company’s income statement is not 
everything, but it ought to be more than fiction. 

Accounting abuses and lagging standard setting are not new 
problems. Neither are attempts to solve those problems through 
private studies. 

The debate about purchase versus pooling for business combina- 
tions in the 1960’s led ultimately to the creation of the Financial 
Accounting Foundation — Financial Accounting Standards Board 
structure, after a report written by a group headed by former SEC 
Commissioner Francis Wheat. 

The Commission on Auditors’ Responsibilities, headed by former 
SEC Chairman Manny Cohen, was created in 1977, after the Penn 
Central failure and the equity funding and foreign bribery scandals 
of the 1970’s. Its job — in words that are actually still appropriate — 
was to: “Develop recommendations regarding the appropriate re- 
sponsibilities of independent auditors . . . [and] consider whether 

( 679 ) 
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a gap may exist between what the public expects or needs and 
what auditors can and should reasonably expect to accomplish.” 

The failures at Penn Square Bank, Continental Illinois, Drysdale 
Government Securities, and Baldwin United, among others, in the 
1980’s, led to the creation of a National Commission on Fraudulent 
Financial Practices, led by former SEC Commissioner James 
Treadway. 

An SEC request that the Public Oversight Board “examine 
whether recent changes in the audit process serve and protect the 
interests of investors” led to creation in 1998 of the Panel on Audit 
Effectiveness, Chaired by Shaun O’Malley, former Chairman of 
Price Waterhouse. The O’Malley Report was issued in August 2000. 

Unfortunately, only a fraction of the recommendations made by 
these reports have been adopted. 

So, we have some veterans of this process here with us this 
morning and we are looking forward to hearing from them. 

Mr. O’Malley, I will yield to Senator Gramm for a moment for 
a statement, and then we will go to you first, since you did the 
most recent study of audit effectiveness. And then we will branch 
out across the panel with Mr. Seidler, Mr. Wyatt, Mr. Longstreth, 
and Professor Briloff. 

Senator Gramm. 

STATEMENT OF SENATOR PHIL GRAMM 

Senator Gramm. Mr. Chairman, I will be brief. First, I want to 
again, as I have on all the other occasions that we have held hear- 
ings in this area, commend you. I think of all the Congressional 
hearings held on issues related to Enron and similar problems, 
that yours have been the most productive. 

Chairman Sarbanes. Potentially, the most productive. 

[Laughter.] 

Senator Gramm. Well, I think that they have been the most pro- 
ductive in terms of focusing on the real role of Congress, which is 
forward-looking in terms of what we can do to improve the system. 
I think it is a compliment that you are due to be paid. 

Second, let me thank all of our witnesses today. We are in the 
midst of, I think, excellent hearings. Accounting is not as simple 
as I thought it was after I completed my two mandatory courses 
as a sophomore in college. I knew it was burdensome when I had 
to do the old practice sets, which made me decide that I did not 
want to be an accounting major. 

We have talked about real issues in accounting and in dealing 
with our changing financial structure as we have looked at how 
you account for mergers and acquisitions, as we have had a long 
and heated debate about how you account for stock options, it is 
clear that this is a complicated issue. 

The principles are simple. The applications are complicated. 

On this Committee, we are going to try, once we have gathered 
all the facts we can and gotten the input we can, try to see what 
we can do to improve the situation, recognizing that for every 
change, there are costs and benefits. 

One of the principles that I have tried to live by as a lawmaker 
is, “Do no harm.” I think what we have to do is to figure out what 
we can do that will clearly be beneficial, where the benefits in 
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terms of economic growth and job creation, the ultimate test of a 
capital market, exceed the costs. And so, your input in that, given 
your vast experience and your involvement in these debates over 
these many years, is much appreciated. 

Chairman Sarbanes. Thank you very much. 

Mr. O’Malley, I should have also mentioned, is the retired Chair- 
man of Price Waterhouse. As I said, he Chaired the Panel on Audit 
Effectiveness, and was the President of the Financial Accounting 
Foundation in the early 1990’s. 

Mr. O’Malley, we are pleased to have you here this morning. We 
would be happy to hear from you. 

STATEMENT OF SHAUN F. O’MALLEY 
CHAIRMAN, 2000 PUBLIC OVERSIGHT BOARD PANEL ON 
AUDIT EFFECTIVENESS (O’MALLEY COMMISSION) 
FORMER CHAIRMAN, PRICE WATERHOUSE 

PAST PRESIDENT, FINANCIAL ACCOUNTING FOUNDATION 

Mr. O’Malley. Thank you very much, Mr. Chairman. 

I would just like to ask, I notice my game clock here says 5 min- 
utes, and I was told that we would have up to 10 minutes. 

Chairman Sarbanes. Yes. This thing is set in a way 

Senator Gramm. We lied. 

[Laughter.] 

Chairman Sarbanes. Five to 10 minutes, if you could. 

Mr. O’Malley. All right. 

Thank you very much. I should say also by way of introduction, 
I spent 36 years working in the accounting profession, the vast ma- 
jority of them as an auditor. 

Like everyone, I am shocked by the Enron debacle. As I explain 
in more detail in my written statement, it appears that Enron rep- 
resents a breakdown in every one of the safety nets that guard our 
corporate reporting process — corporate management, the board of 
directors and audit committees, law firms, auditing firms, securi- 
ties analysts, commercial and investment banks, credit-rating serv- 
ices, the Financial Accounting Standards Board, and the SEC — all 
seem to have failed in some respect and their combined failure led 
to the largest bankruptcy in corporate history. 

There have been a number of proposals concerning reform of the 
accounting profession. I would like to assist in your consideration 
of these proposals by sharing with you the recommendations of the 
Panel on Audit Effectiveness, which I Chaired from 1998 to 2000. 

The Panel was appointed by the POB at the request of the Secu- 
rities and Exchange Commission, to review, to evaluate, and to rec- 
ommend improvements in the way independent audits are con- 
ducted and to assess the effects of recent trends in auditing on the 
public interest. The almost 2 years of work by the Panel involved 
a massive undertaking, a description of which may be found in my 
written statement. 

In the end, the Panel published a report that set forth our find- 
ings and our recommendations for hundreds of changes in the way 
audits are conducted. Of the more than 250 pages of this report, 
the Panel spent three full chapters discussing a host of recommen- 
dations designed to improve audit quality. 

Let me emphasize that. 
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At the end of the day, enhancing audit quality has to be the pri- 
mary goal of our response to the problems at Enron. It is a matter 
of concern to me that in the context of proposed reforms that target 
the accounting profession, so little is being said in the media about 
whether or how the various proposed solutions will improve audit 
quality. Yet that is the issue upon which we must ultimately focus 
our attention if something positive is to come out of these unhappy 
events. 

The recommendation of the Panel made prior to Enron’s collapse 
bears some similarity to proposals discussed by the SEC and in 
Congressional hearings. I will describe the thrust of the Panel’s 
recommendation in the context of three themes. First, the need for 
improved audit quality. Second, the call for the separation of audit 
and nonaudit functions. And third, proposals for change in the gov- 
ernance of the accounting profession. 

First, our recommendations for improved audit quality. The 
Panel made some 150 specific recommendations toward furthering 
the quality and reliability of audits. Some of the most important of 
these recommendations were: One, that auditors be required to 
adopt new forensic-type procedures and an overall new approach to 
detecting fraud; Two, that the Auditing Standards Board issue 
clearer, more definitive auditing standards; Three, that auditors be 
required to attain a much deeper understanding of an issuer’s busi- 
ness and internal controls, and that accounting firms take to heart 
the importance of the investing public of quality audits and that 
firms emphasize this importance in every way possible, from com- 
munications by top management to compensation and advancement 
decisions. 

Let me comment on what I believe to be the boldest of these ini- 
tiatives, which is that auditors be required to approach their audits 
with more of an eye toward the detection of fraud by a company’s 
management. 

The Panel recommended that auditing standards be enhanced to 
require auditors in planning and performing certain phases of their 
exam to presume the possibility of dishonesty at various levels of 
the company’s management, including the possibility of collusion. 

The Panel also recommended a number of specific forensic meas- 
ures to be taken during any audit, with the principal objective of 
detecting material financial statement fraud. An auditor’s ability to 
investigate fraud will always be limited. The Panel believed, how- 
ever, that this dramatic shift in approach would not only help audi- 
tors to discover material fraud, but would also more likely deter 
fraud from occurring in the first place. 

I was heartened to see that last week, the Auditing Standards 
Board issued an exposure draft which would, if adopted, replace 
the current audit standard relating to fraud. I am reviewing the 
proposal to determine whether it will accomplish what the Panel 
sought to achieve in its recommendation. 

Let me now turn to the topic of auditor independence and the 
scope of services issue. Because of the fundamental importance of 
auditor independence to the quality of and confidence in public 
audits, the Panel dedicated a full chapter of its report to auditor 
independence and specifically, to accounting firms’ provision of non- 
audit service to clients. Of the 126 publicly-related audit engage- 
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ments studied by the Panel, the Panel identified 37 of those en- 
gagements in which services other than audit and tax had been 
provided. The Panel’s reviewers did not find any instances in which 
providing those services to audit clients had a negative effect on 
audit effectiveness. Indeed, the Panel found that on roughly a quar- 
ter of such engagements, nonaudit services actually had a positive 
impact on the effectiveness of the audit. 

Based on an independent survey, we found that many people re- 
main concerned that the performance of nonaudit services for audit 
clients creates at least the appearance of an impairment to auditor 
independence. And considering this thorny issue, the Panel did not 
reach a unanimous recommendation as to whether or not a ban on 
nonaudit services to clients was advisable, and if so, which services 
should be in or out. However, since that time, the SEC by rule has 
banned the provision of many nonaudit services to audit clients. 
And recently, all five of the major firms have agreed to end the per- 
formance of two types of nonaudit services to clients: First, finan- 
cial information systems design and implementation; and second, 
internal audit out-sourcing. 

These types of engagements generate substantial fees for ac- 
counting firms, and as the Panel found, create at least a perceived 
threat to auditor independence. 

The net result of the action by the SEC and the decisions by the 
firms is that substantial amounts of so-called consulting dollars are 
off the accounting firms’ table. 

Going forward, I am not confident that the lines drawn in the po- 
litical or legislative process with regard to permissible scope of 
services will most effectively enhance the quality of public audits. 
I believe some expert entity, like the now-defunct Independent 
Standards Board, could develop a framework to identify independ- 
ence threats and provide guidance on appropriate safeguards. 

I would strongly urge that whoever is charged with oversight of 
this issue, utilize the framework and methodology developed by the 
ISB, a clear guide to appropriate regulation. 

I also believe that audit committees should take it upon them- 
selves to review nonaudit engagements with the company’s auditor 
using certain guiding principles such as those recommended in the 
Panel’s report. 

Let me now discuss the issue of governance of the accounting 
profession. 

The profession’s combination of public oversight and voluntary 
self-regulation is extensive, Byzantine, and insufficient. The Panel 
found that the current system of governance lacks sufficient public 
representation, suffers from divergent views among its members as 
to the profession’s priorities, implements a disciplinary system that 
is slow and ineffective, lacks efficient communication among its 
various entities and with the SEC, and lacks unified leadership 
and oversight. 

In light of these significant shortcomings, the Panel recom- 
mended the formation of a strong, unifying oversight body to help 
ensure the effective working of the profession’s standard setting, 
monitoring, disciplinary, and special review functions. 

In the Panel’s opinion, the experience and expertise of the Public 
Oversight Board could have served as a sound foundation for such 
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an organization, a body to whom the SEC, the State boards, the au- 
diting profession, and the public would look for leadership. 

Unfortunately, the POB has all but disbanded. There are, how- 
ever, many similarities between our Panel’s proposals and those 
considered by the SEC and the Congress. 

I am in favor of the creation of an organization to oversee the 
accounting profession, whether it is created by regulation or by leg- 
islation. If carefully structured to ensure effective oversight, dis- 
ciplinary proceedings and rulemaking in an unpoliticized environ- 
ment, such an organization could serve the same purpose we had 
in mind for an expanded POB. 

There are important considerations in structuring a new entity. 

First, it must be decided whether the new organization will as- 
sume an oversight role similar to that proposed by the panel, or 
whether it will assume some or all of the responsibilities of existing 
bodies. In this regard, if the new body is created by statute, the 
Congress should provide statutory confidentiality protection for the 
materials, interviews, and findings developed as part of the new or- 
ganization’s peer review, investigatory, and disciplinary functions. 

I believe the Auditing Standards Board remains the appropriate 
entity for establishing audit standards. But a new organization 
should oversee its activities and ensure that the ASB continually 
reexamines and addresses emerging auditing issues on a timely 
basis. And although today, the FASB is beset with political pres- 
sure that directly hampers the accounting standard setting process, 
in my view, the FASB remains the right entity for determining ac- 
counting standards. 

A second consideration is that any new oversight organization 
must remain independent from the profession, but mindful of cur- 
rent issues and trends affecting the profession. There should be an 
appropriate balance of members from outside the profession, public 
members, and the profession. 

Third, Congress should ensure that the oversight organization is 
sufficiently staffed and funded to carry out its sizable mandate. If 
a new organization assumes review responsibilities currently un- 
dertaken as part of the peer review system, it will have to do the 
job that is now done by hundreds of experienced employees, man- 
agers, and partners assigned by the firms. 

Finally, in view of the various efforts at the State level in the 
wake of Enron, I believe if a new oversight organization is created, 
Congress should ensure that national accounting firms are subject 
to a clear and consistent set of regulations and do not find them- 
selves guided by multiple, conflicting sets of rules. 

Our capital markets are not broken. They may have been bent 
a little, but they are wonderfully resilient and have stood the test 
of time. I believe that much can and should be done by the account- 
ing profession, and by the other participants in our safety net, to 
restore confidence in our capital markets and protect the investing 
public. And, I believe that Congress can play a constructive role in 
holding the type of hearings that have been undertaken by this 
Committee and, if necessary, once all the facts are gathered, by 
crafting legislation in the public interest. I do want to urge caution 
in whatever legislative proposals are advanced, because I fear that 
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a hastily-crafted package could potentially harm, rather than help, 
the cause of audit reform. 

I appreciate the opportunity to give you my views, and I will be 
pleased to assist this Committee in whatever manner would be 
most helpful. 

Mr. Chairman, that concludes my remarks and I am sorry that 
I went a minute over here on my time. 

Chairman Sarbanes. We are very pleased to have you, sir. 

We will next hear from Lee Seidler, a General Partner and Sen- 
ior Managing Director of Bear Stearns. Actually, he is now Man- 
aging Director Emeritus, as I understand it. And as I mentioned 
earlier, was the Deputy Chairman of the Commission headed by 
former SEC Chairman Manny Cohen. 

Mr. Seidler was a Professor of Accounting at New York Univer- 
sity’s Graduate School of Business Administration for 20 years. He 
is the author of a number of books on accounting and taxation. And 
he served on the audit committees of a number of companies where 
he has been a member of the board of directors. And so, we are 
very much looking forward to his perspectives this morning. 

We would be happy to hear from you, Dr. Seidler. 

STATEMENT OF LEE J. SEIDLER 
DEPUTY CHAIRMAN OF THE 1978 AICPA 
COMMISSION ON AUDITORS’ RESPONSIBILITIES 
MANAGING DIRECTOR EMERITUS, BEAR STEARNS 

Mr. Seidler. Thank you, Mr. Chairman and Senator Gramm, for 
inviting me to testify today. 

I should mention that from time to time I act as an expert wit- 
ness for the Enforcement Division of the SEC. My title of Managing 
Director Emeritus of Bear Stearns calls for no work, no pay, but 
it does entitle me to free lunch at the partners table on occasion. 

[Laughter.] 

I will be presenting a summary of my written testimony, and I 
would request that my written testimony be placed in the record. 

Chairman Sarbanes. The full written testimony will be included 
in the record. 

Mr. Seidler. Mr. Chairman, you read the charge to the Cohen 
Commission. I would like to read a couple of sentences that follow, 
which are our conclusions: 

The charge suggests the possibility that a gap exists between the performance of 
auditors and the expectations of the users of financial statements. The Commission 
concludes that such a gap does exist. However, the principal responsibility does not 
appear to lie with the users of financial statements. In general, users appear to 
have reasonable expectations of the abilities of auditors and the assurances they can 
give. The burden of narrowing the gap falls primarily on auditors and other parties. 

We said that in 1978. And in 1978, we also said: 

The public accounting profession has failed to react and evolve rapidly enough to 
keep pace with the speed of change in the American business environment. 

And unfortunately, a quarter of a century later, I have to repeat 
that. It is identical. 

As you said earlier, most of our recommendations were not 
taken. I would like to mention a few that I would consider the most 
critical that were not taken, then move to a suggested action on 
your part. 
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First of all, the Commission recommended that we stop auditing 
financial statements and instead, convert into an audit function. 
That is that the auditor be essentially the auditor of the auditor 
of the company and that the audit be essentially a continuous func- 
tion. From that flowed our recommendation, which was revolution- 
ary in those days, that all published quarterly reports be reviewed 
by auditors. And that was ultimately taken. However, if we move 
ahead 25 years, it would seem to flow that now all quarterly re- 
ports ought to be audited as part of an integrated audit with the 
year-end financial statements. 

Second, we recommended that auditors evaluate the financial 
statements as a whole. Commission member Leroy Layton called 
that the smell test. 

Then, and now, auditors have to evaluate the cumulative effect 
of uncorrected misstatements and decide what that is on the finan- 
cial statements as a whole, and I will talk a bit more about that. 
We said, take a positive look. Evaluate the cumulative effect of the 
selection application of all the accounting principles and decide if 
the total picture presented by the financial statements is there. No 
steps have been taken on that at all. 

Auditors today, and then, opine that the accounting principles 
used by the company are acceptable. Then, as now, if a company 
changes an accounting principle as between one alternative to an- 
other acceptable alternative, the auditor and the company must 
opine that the new accounting principle is preferable. 

The Cohen Commission said, we see no reason to opine on prefer- 
ability only when a change is made. So, we suggested that the 
auditor always ought to opine that when there are alternative ac- 
counting principles, the principles selected by the company are 
preferable. No action has been taken on that suggestion, either. 

And I would add that, certainly, a lot of the disclosures in Enron 
and some other cases have suggested another form of accounting 
principles, barely acceptable accounting principles, where trans- 
actions have been structured to fit under a line. I think if a prefer- 
ability requirement were put in, that would eliminate the notion of 
just squeezing in under the line of acceptability. 

Materiality is an accounting concept that most people do not 
know about. Materiality, however, is the very strongest accounting 
principle. Every statement issued by the Financial Accounting 
Standards Board, and by its predecessors, the APB, includes the 
following statement: 

The provisions of this statement need not be applied to immaterial items. In other 
words, if the decision is made that an item is not material, it does not have to be 
accounted for correctly. No matter how egregious, no matter how authoritative the 
particular standard is, if it is not material, it does not have to be accounted for 
correctly. 

In my written testimony, I describe some of the bizarre account- 
ing used by Waste Management, audited by Arthur Andersen, tak- 
ing it from the SEC release. And that accounting was ultimately, 
although totally egregious, would have been spotted by one of my 
Accounting 101 students, was simply decided to be not material 
and therefore, was permitted to go through. 
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The problem, however, is that there is no workable definition of 
materiality. There is a legal or legalistic definition, but really is not 
one that accountants can apply on a day-to-day basis. 

The Cohen Commission in 1978 noted that in 1975, the FASB 
had issued a discussion memorandum on materiality. That is the 
predecessor to going to work on a statement. Unfortunately, since 
then, not a single piece of paper has emerged from the FASB on 
materiality. The SEC issued a slight clarification recently, but still, 
there is no definition. 

I propose a simple standard that would resolve many of these 
problems. I said earlier that uncorrected misstatements in financial 
statements have to be aggregated and the conclusion has to be that 
they are not material. 

I raise this simple question — why have any uncorrected misstate- 
ments in financial statements? If the auditors find an error in the 
financial statements, why not correct it, no matter what it is, no 
matter how large it is? 

In the old days, if you will, precomputer days, making a correc- 
tion near the end of the audit meant changing lots of schedules and 
changing the statements that have been produced. Today, I have 
a $149 accounting program in my laptop computer. If there is a set 
of financial statements in there and I put in a journal entry, one 
correcting entry, in about a hundredth of a second, new financial 
statements are created and it is all corrected. Therefore, there 
seems to be absolutely no logic in doing anything other than say- 
ing, when an auditor finds an error, correct it. Forget about the 
materiality. 

I will also tell you that, in my experience in testifying for the 
SEC, materiality was the major issue, and usually the major issue 
on uncorrected misstatements found by the auditors. This would 
eliminate that major problem. 

I won’t dwell on the last one extensively, and that is to eliminate 
nontraditional management consulting because there seems to be 
a great deal of agreement that consulting outside the traditional 
realm of accounting should be eliminated. 

I will say that my conclusion is not based on empirical evidence, 
but as it was said by my companion here, it is the fees that are 
the real problem, the huge fees from consulting which make it 
much more difficult for an auditor to be the one who lost the Enron 
account or the Waste Management account. And I would like to 
take as much fee temptation away. 

I will offer a note of caution, however. 

Smaller businesses, nonpublic businesses, benefit greatly from 
the advice of their auditors. And in carving out any restriction on 
consulting, I would hope that you would take caution with the 
smaller businesses. 

I would point out that and I am, for example, on the board of 
a small public company, too small to afford an investment banker, 
and we have received some time ago a buy-out offer. Our audit 
partner came to the board and actually gave the best advice about 
how to deal with this particular buy-out. 

I would suggest that any advice, consulting, that can be given by 
the audit staff, by the audit partner, should not be precluded. 
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My conclusion is that the profession hasn’t acted in 25 years, as 
you say. The question is, where do we go? I suggest my solution 
reluctantly. 

I am a CPA. My father was a CPA. I taught for 23 years. In a 
largely unregulated profession, I believe now we need to create a 
regulatory body and I would suggest a body in the image of the 
NASD, which has done an excellent job of regulating the securities 
industry. And I would propose that in that body, we do not have 
to create a new group from scratch. I propose taking the standard 
setting portions of the AICPA — that is, the Auditing Standards 
Board, the Accounting Standards Executive Committee, along with 
the SEC practice section — and move those into the new statutory 
self-regulatory organization. 

I would also suggest taking the Financial Accounting Standards 
Board and moving that into the same organization. I think by 
doing that, we would create a body which has both the standard 
setting and the regulatory ability, and would be able to act much 
better to create change. 

I would also say be careful not to interfere with the State soci- 
eties when you do this because some of the State societies, particu- 
larly New York State Society of Certified Public Accountants, are 
far more creative than the American Institute of CPA’s. I would 
like to allow them to continue in their way. 

In finishing, I would like to make a plea or just a recommenda- 
tion that is not within your legislative purview, and that concerns 
accounting education. 

Twenty-five years ago, the Cohen Commission pointed out that 
there is no graduate professional education in accounting. Account- 
ants have to go to undergraduate school, basically. There is no 
graduate professional schools, no graduate professional degrees 
offered. And we said that was robbing the accounting profession of 
some of the best manpower, those people who go through under- 
graduate and opt for graduate school later on. 

Twenty-five years later, with the number of students following 
that career perhaps tripling, the accounting profession, unlike law, 
medicine, architecture, compute science, business, physical and so- 
cial sciences, and even pharmacy, does not offer a graduate degree. 

The accounting profession is essentially starving for manpower. 
It reminds me of the story of the farmer who, in order to save 
money, decided to cut down on feeding his cow a little bit every 
day. It was going very successfully, he finally got the feed down to 
zero, and the cow fouled the whole thing up by dying. 

[Laughter.] 

The accounting profession is doing about the same thing in its 
manpower. And I urge you — you cannot legislate it, but perhaps 
you can recommend to the State boards of accountancy, that they 
try to increase the accounting education requirements. 

In conclusion, I would just like to read a very brief statement 
which came from Senator Francis T. Maloney, who sponsored the 
1938 Maloney Act Amendment of the Securities Exchange Act of 
1934, which created the NASD. He said: “This Act is designed to 
effectuate a system of regulation in which the members of the in- 
dustry will themselves exercise as large a measure of authority as 



689 


their natural genius permit.” I hope you can do the same thing for 
the accounting profession. 

Thank you. 

Chairman Sarbanes. Thank you very much. It is very helpful 
testimony. 

We will now hear from Arthur Wyatt, retired Managing Director 
of Arthur Andersen, Professor Emeritus of Accountancy at the Uni- 
versity of Illinois, his alma mater. Mr. Wyatt has served as Presi- 
dent of the American Accounting Association, has been a member 
of the Financial Accounting Standards Board, Chairman of the 
International Accounting Standards Committee. 

I ought to mention that both Mr. O’Malley and Professor Wyatt 
are members of the Accounting Hall of Fame, which is located at 
Ohio State University. 

Actually, that group includes Arthur Andersen himself, who had 
a very distinguished career, as I have noted here on a couple of oc- 
casions. And Charles Bowsher, former Comptroller General of the 
United States, who will be before the Committee, not next week, 
but the week after next. 

Mr. Wyatt, we would be happy to hear from you, sir. 

STATEMENT OF ARTHUR R. WYATT, CPA 
FORMER CHAIRMAN, AMERICAN INSTITUTE OF 
CERTIFIED PUBLIC ACCOUNTANTS’ ACCOUNTING 
STANDARDS EXECUTIVE COMMITTEE 
FORMER CHAIRMAN, INTERNATIONAL ACCOUNTING 
STANDARDS COMMITTEE 
FORMER PARTNER, ARTHUR ANDERSEN & CO. 

PROFESSOR OF ACCOUNTANCY EMERITUS 
UNIVERSITY OF ILLINOIS 

Mr. Wyatt. Thank you, Mr. Chairman, Senator Gramm, Senator 
Miller. I am pleased to be before you today. I have some brief pre- 
pared remarks 

Senator Gramm. Arthur, would you pull that microphone up a 
little bit? 

Mr. Wyatt. Yes. And I would respectfully request that the full 
text of my written testimony previously submitted to you be en- 
tered into the public record. 

Chairman Sarbanes. Without objection, it will be included in the 
record in full. 

Mr. Wyatt. Before dealing with the specific issues raised in your 
invitation to appear here today, however, it may be helpful to pro- 
vide some background on the evolution of the large public account- 
ing firms over the last 35 years. My observation is that over this 
period, the attitude of the leadership of the large accounting firms 
has gradually shifted from an emphasis on the quality of account- 
ing and auditing services provided to clients, to emphasis on grow- 
ing top-line revenues. The impact of this attitudinal change within 
the firms has been significant, in my view. 

No longer is technical expertise and leadership the obvious ave- 
nue to progress within the firms. Rather, expansion of clients 
served and expansion of client services are viewed as the primary 
drivers. And obviously, the loss of a client is a negative in one’s ca- 
reer path. 
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Since many decisions required of audit firm managers and part- 
ners are judgmental in nature, rather than clearly prescribed by 
external forces, such judgments are, at the margin, sometimes in- 
fluenced by perceptions of the attitudes of leaders of a given firm. 

If those perceptions by audit firm personnel are that the loss of 
a client is damaging to one’s career path, the judgments made may 
be more in the direction of keeping the client than to achieving fair 
presentation in financial statements. 

I believe the leadership in the various firms needs to evaluate 
how well their existing organizational structures and reward poli- 
cies are serving what has to be their primary focus — the delivery 
of high-quality, professional accounting and auditing services to 
their audit clients. 

While these observations may not be very helpful in considering 
legislative initiatives, I believe they are crucial for the major ac- 
counting firms to address if the firms wish to survive in the private 
sector as respected reporters on the financial situation and results 
of operations of business enterprises. 

The evolution of the drift toward increased emphasis on commer- 
cialization and reduced emphasis on professionalism led the large 
accounting firms to expand the range of services provided to their 
audit clients. 

Many of these services are logically best provided by the audit 
firms — tax return preparation and tax planning, evaluation of the 
accounting alternatives for planned transactions, assistance with 
financial statement preparation for regulatory purposes, audits or 
reviews of prospective acquirees in business combinations, are 
some examples. Indeed, any additional services that are directly re- 
lated to assuring the fairness of presentation of client financial 
statements are proper activities for audit firms to undertake. 

On the other hand, as the range of services provided broadened, 
some were clearly creating potential for conflicts with the basic 
audit services. For example, rendering internal audit services for 
audit clients was never a sound idea. Likewise, services related to 
the design of financial reporting systems places the auditor in an 
awkward position if the system does not function as anticipated. 

Actuarial services, executive searches, advice on specific invest- 
ment decisions, and many more services of this nature that evolved 
over the years to generate increased revenues, but either have little 
relationship to the annual audit or may create conflicts of interest, 
should no longer be permitted by audit firms for their audit clients. 

Drawing lines in this area will not be an easy task. Given the 
current environment, it is certainly possible that some regulations 
or legislation will suggest scope-of-service restrictions that will 
damage the auditor’s ability to develop the best possible basis for 
expressing an opinion on the fairness of presentation of the client’s 
financial statements. 

The initiatives in this area need to be undertaken, but they must 
be undertaken with care so that they do not frustrate the auditor’s 
ability to complete top-quality audit services. 

Now some comments on accounting standard setting. 

Too often, the Financial Accounting Standards Board, FASB, has 
departed in its final standards from the concepts that it has rep- 
resented will guide its decisions, generally because interested par- 
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ties have not only raised objections to conclusions tentatively ex- 
pressed, but also have effectively lobbied against adoption of those 
decisions the Board has signaled. 

If the accounting standard setting process is to achieve its objec- 
tives of providing guidance on appropriate accounting for trans- 
actions and events of an entity, the process must be recognized by 
all participants as being primarily an intellectual process and not 
primarily a political process. 

The Board often receives negative comments from industry con- 
stituents, from auditing firm representatives, from Members of 
Congress, as well as others. When these comments become part of 
an organized campaign to undermine the direction a standard is 
taking and recommend alternative conclusions that are not concep- 
tually sound, the mission of the Board is frustrated. Now this is 
particularly true when the interveners are Senators and Represent- 
atives, who, as part of their commentaries, threaten some type of 
legislation to frustrate the direction that the Board is moving. 

While Senators and Representatives have a legitimate interest in 
the workings of the Board, they need to recognize that their inter- 
ventions may well lead to Board decisions that are not in the best 
interests of investors and the broad business community. 

Standards that are conceptually sound need not run hundreds of 
pages to thwart those who would attempt to subvert the intent of 
the standards. Each standard issued by the Board should contain 
in the clearest English possible the objective or intent the Board 
intends to achieve by issuing the standard. 

Each standard issued by the Board should contain a clear state- 
ment that any one who is applying the standard should review 
carefully its application to satisfy himself or herself that the objec- 
tive specified by the Board has in fact been best achieved through 
the application that has been adopted. 

With regard to audit committees, at least the audit committee 
chairman, and preferably all audit committee members, should 
have experience in evaluating the business risks and should be suf- 
ficiently conversant with accounting issues to raise appropriate 
questions with an ability to evaluate responses received. 

Audit committees should be especially curious about the so-called 
audit adjustments proposed by auditors, but not made by company 
accounting personnel. 

Audit committees should pressure company accountants and the 
auditors to resolve any open adjusting entries, either by the com- 
pany accepting the entry for recording or the auditor concluding 
that the proposed entry should never have been on the schedule in 
the first place. 

The audit committee concept is a sound one. Through efforts of 
the New York Stock Exchange and the SEC, improvements in com- 
mittee composition and mission should continue to evolve. Honest 
managements and responsible auditing firms should welcome audit 
committee involvement when such committees are constituted 
properly, with knowledgeable individuals willing to gain an under- 
standing of the underlying business risk issues and raise questions 
on appropriate accounting and disclosure matters. 

My experience with disciplinary mechanisms, as well as my 
knowledge base in this area, is sparse. The current mechanism 
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under the auspices of the American Institute of Certified Public Ac- 
countants, however, is clearly not working. 

Over the years, the Securities and Exchange Commission has 
been a generally effective agency working toward improvements in 
financial reporting. Even so, its resources have probably been far 
too limited to achieve the optimum level of success in its diverse 
objectives. 

I would be inclined to provide increased funding to the SEC, to 
have it become and assume the principal role in overseeing the 
effectiveness of the financial reporting process. Creation of a new 
agency to undertake this responsibility seems unnecessary in view 
of the record established by the SEC over the past 65 years. 

Thank you, Mr. Chairman. I very much appreciate this oppor- 
tunity and would be pleased to respond to questions. 

Chairman Sarbanes. Thank you, sir. Very helpful testimony. 

We will now hear from Professor Briloff who is the Emanuel 
Saxe Distinguished Professor Emeritus at Baruch College of the 
City University of New York. He holds a doctorate from NYU Grad- 
uate School of Business Administration, and is a Certified Public 
Accountant in the State of New York. Professor Briloff has prac- 
ticed public accountancy since 1944, almost 60 years. He is the au- 
thor of a number of books and hundreds of articles bearing on 
many of the topics that are before the Committee. 

Professor Briloff, we are pleased to have you with us this morn- 
ing. We would be happy to hear from you now. 

STATEMENT OF ABRAHAM J. BRILOFF 
EMANUEL SA XE DISTINGUISHED PROFESSOR EMERITUS 
BERNARD M. BARUCH COLLEGE, CUNY 

Mr. Briloff. Thank you, Mr. Chairman. I appreciate the oppor- 
tunity to appear before you today. 

About the only light moment for the next 10 minutes might be 
derived from the quotation that you read from The Wall Street 
Journal, which reminded me of the old quip going way back, that 
financial statements are very much like bikini bathing suits — what 
they reveal is interesting, what they conceal is vital. 

[Laughter.] 

I would like for my prepared statement 

Chairman Sarbanes. Professor Briloff, you are going to have to 
try to keep that microphone close to you. Otherwise, the system 
doesn’t work so well. 

Mr. Briloff. I would like for my prepared statement to be in- 
cluded in the record: “Accountancy and Society: The Covenant and 
the Desecration.” 

Chairman Sarbanes. The full statement will be included in the 
record, without objection. 

Mr. Briloff. Mr. Chairman and Members of the Committee on 
Banking, everyone who is privileged to enter into a profession is 
presumed to have entered into a covenant, a covenant with the for- 
bears of his or her profession who have created a status and stat- 
ure of that calling. And by definition, since a profession demands 
service to society, there is also the covenant with society. 

The profession of accountancy has a very special covenant be- 
cause, in the infancy of the securities laws, about 1934 or 1935, by 
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a 3 to 2 vote, mind you, the accounting profession, and the private- 
sector of the accounting profession, was given the responsibility, 
the franchise of auditing the financial statements of publicly-owned 
companies, the registrants with the SEC. 

That is a most valuable franchise bestowed on my profession by 
the action of the Securities and Exchange Commission some 65 
years or so ago. It is that covenant which I say is being violated. 

Now the responsibility of the auditing profession, of the account- 
ing profession to society, Mr. Chairman and Members of the Bank- 
ing Committee, goes beyond just the financial statements, beyond 
the debits and credits, beyond the balance sheets and the income 
statements and the statements of cash flows. 

It goes to reviewing the entire process of corporate governance 
and accountability, the totality of governance and accountability, 
because some agency has to be there to make certain that the cor- 
porate engine, the catalyst for the American capitalistic system, 
American capitalism, is functioning optimally. That is the role and 
the responsibility of the accounting/auditing profession, which we 
should be charged to fulfill. 

If we reflect for just a brief moment on the effectiveness of the 
corporate operations impacts on the individuals more directly, more 
intimately, more regularly, more continuously, than does Govern- 
ment. That which we eat and drink, where we live, how we live, 
how we carry on our activities, our mobility, all are dictated and 
directed by corporate activities and corporate decisionmaking. 

Certainly, our economic present and our economic future are 
critically impacted by the way in which our corporate enterprise 
and our American capitalistic system is functioning, again, with 
corporations as the catalyst. So it is beyond the mere financial 
statements toward which I look at in terms of the canvas of the 
auditor’s role and responsibility. 

Now to assure the effectiveness of that corporate enterprise, 
where, mind you, as things have worked out, we have that power- 
without-property syndrome, as Adolf Berle described it, whereby 
enormous resources have been delegated by the owners of those re- 
sources to managements which, in turn, or who, in turn, exercise 
the power. 

It is to assure the effective exercise of that power that we have 
created the system of corporate governance and accountability 
which, if it were to function optimally, would assure the fulfillment 
of that American corporate enterprise. That system with manage- 
ment at its center then moves outwards to the board of directors, 
to the management committee, to the independent audit com- 
mittee, to the independent auditors, to the Securities and Exchange 
Commission, to the Congress, to the courts, including at various 
points the professions of the journalists and the lawyers. 

All are embraced by what might be termed the system of cor- 
porate governance and accountability. It is when that system 
breaks down and where the auditors fail to fulfill their responsi- 
bility that we run into the Enron syndrome. 

Now some benchmarks to history which were provided by Mr. 
O’Malley, Professor Seidler, Professor Wyatt and by repeating 
them, it is saddening. We have had all of these things occurring 
heretofore. They are all so self-evident. Why hasn’t the situation 
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been improved in order to accomplish what everyone recognized 
over the years as being essential? 

In 1976, there was the staff study prepared for the Committee 
under Senator Lee Metcalf called the Accounting Establishment, 
which described the apparatus which prevailed. And we then had 
hearings under Senator Metcalf in 1977, from which there then 
evolved the AICPA’s Division for Firms, where they were going to 
be doing all of this self-discipline and self-regulation, especially 
with the Public Oversight Board to be overseeing all of this. 

Why should it not have been accomplished? 

Following that, fortunately, we do have the independent audit 
committee proposals, which are very, very vital. We then have the 
S&L crisis in the 1980’s. We have the Foreign Corrupt Practices 
Act in 1977. We have Title III of the Private Securities Litigation 
Reform Act of 1995. All of those were supposed to correct the prob- 
lems which we then recognized. And here we are in 2002, seeing 
the problems, even more critical, even more serious than had pre- 
vailed heretofore. 

Where do we go from here? That is the reason I know that you 
invited me to appear before you today. 

First, I mean this reasonably seriously, we do not need any new 
promulgations from the Financial Accounting Standards Board. I 
maintain that we have a surfeit of accounting rules because the 
Board does not promulgate standards. They promulgate rules. And 
the moment they promulgate rules, the firms go back to their Ouiji 
boards or their computers and they develop programs — how can we 
circumvent those rules if we want to circumvent those rules, as we 
saw in the cases of leases, as we saw in the cases of business com- 
binations. 

Thirty-two years ago, Mr. Chairman, Members of the Committee, 
I testified before Senator Hart on the very matter of business com- 
binations. I spoke against pooling. 

Some months ago, the FASB aborted pooling, requiring purchase 
accounting. And I say to you in all seriousness, Mr. Chairman, 
Members of the Committee, and others who are here, the rules that 
they now have for purchase accounting makes the situation even 
more grievous than that which prevailed before the FASB promul- 
gations aborting pooling because of the presumptions that are im- 
plicit in purchase accounting in the nonamortization of goodwill. 
But I want to pass from that. Where do we go from here? 

Very quickly, Mr. O’Malley referred to the introduction of the 
forensic accounting procedures. I say, amen. We know what to do 
when we are involved in the pathological process of a post-mortem 
after a fraud has been discovered. 

Arthur Andersen did an extraordinarily beautiful job when they 
did the post-mortem in the Cendant situation, identifying all that 
Ernst & Young should have done. They did an extraordinary job. 
And after I completed my analysis of that and congratulating 
Arthur Andersen, lo and behold, Sunbeam surfaced where Arthur 
Andersen, as the auditor of Sunbeam, replicated some of the mat- 
ters that were found with respect to Ernst & Young. 

So, we know what to do. Let’s do it. 

Second, consistent with what Mr. O’Malley indicated, an agency 
under the SEC maintain a registry of firms who have committed 
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themselves to the audit of registrants with the SEC, who, by dem- 
onstrating their quality, and the system of checks and balances 
within the firms, have demonstrated that they are qualified to be 
there. And such an agency would be in the position of disciplining 
and possibly delicensing or removing them from the registry. 

Third, this involves a sea change. I do not want to deceive you. 

As a part of the proxy material where the shareholders vote to 
approve the designation of auditors, the shareholders should direct 
that the auditors, on their own initiative, prepare the financial 
statements which would best replicate or reflect economic reality as 
the auditors see it, without hindrance. 

Now the sea change comes about in this fashion. If you look at 
the auditor’s opinion, they do not say, we prepared the financial 
statements. They do not say, these are our financial statements. 
No, they say these are management’s financial statements, which, 
somehow or other, have gone above the threshold of GAAP. 

Now maybe that is not as high a threshold as we would like. It 
may not be as close to economic reality as it could be. But, yet, it 
passes. On their initiative, clearly and overtly, that it is there, the 
auditor’s statements. 

Then I come to the sine qua non, which I know is most difficult 
to accomplish, but yet, so very important. For those firms who have 
qualified to be the auditors of publicly-held enterprises and applied 
for that listing, I propose that the statements be developed by the 
independent auditors on their initiative, clearly and overtly that its 
their, the auditors statements — absolute — repeat, absolute, under- 
scored — divestiture of all nonaudit services. 

I want the auditors of publicly-owned enterprises to be some- 
thing of a priesthood, as I have indicated in different contexts, one 
where they recognize, as I indicated in the opening remarks, the 
importance of their role. By doing so and emphasizing the tran- 
scendent import of the audit, the firm’s personnel would realize 
how important that audit is. The whole chain of command would 
be oriented toward the independent audit, and it would have a sal- 
utary effect because the downsizing would permit the tone at the 
top, which we would presume to be the kind that Professor Wyatt 
had in mind and that Mr. Treadway had in mind when he spoke 
of the tone at the top, when he spoke of where the profession 
should be, would be filtered down. 

So instead of rainmaking being the sine qua non within the firm, 
it would be the quality of the audit. 

Then, I concluded my prepared statement by saying, what if we 
continue to fail by saying, okay, another committee to be des- 
ignated by the AICPA. Yet another commission like the Cohen 
Commission. Another period of study. 

I say, nonsense. 

If we fail, then I respectfully suggest that the SEC pronounce, we 
do not require certification of the financial statements by inde- 
pendent auditors. Rely on the financial statements from manage- 
ment, reviewed by the independent audit committee, with whatever 
counselors they might want to select. But then add at the end, 
caveat emptor, because to me the worst deception is to continue to 
pretend that the public is getting a safe product when we know, 
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as we have heard from all the testimony going over 25, 30 years, 
that there is a quagmire under us. 

Thank you. I do not know how many minutes I have exceeded, 
and if I have, I am sorry. 

Chairman Sarbanes. Thank you very much, Professor Briloff. 

We will turn to our concluding panelist, Bevis Longstreth. I am 
pleased to welcome him back before the Committee. Mr. Longstreth 
is a retired Partner at Debevoise & Plimpton in New York. He was 
an SEC Commissioner in the early 1980’s, a Member of the Board 
of Governors of the American Stock Exchange, and he has written 
frequently on corporate governance, banking, and securities law. 

Bevis, we are very pleased to have you here. We would be happy 
to hear from you. 

STATEMENT OF BEVIS LONGSTRETH 
MEMBER OF THE O’MALLEY COMMISSION 
FORMER COMMISSIONER OF THE 
SECURITIES & EXCHANGE COMMISSION, 1981-1984 
RETIRED PARTNER, DEBEVOISE & PLIMPTON 

Mr. Longstreth. Thank you, Senator. It is a pleasure to be here. 

I agree with so much that has been said. But I will try to say 
a few things and perhaps put specific points on a few of the obser- 
vations that have already been made. 

I want to say that I am not an altruist in my interest in this sub- 
ject. I serve on the board of two very large money management 
firms. We have a great stake in the trustworthiness of financial 
statements. 

I am going to talk about reforming the audit profession, which 
is our theme. My thesis on that is simple. I think the profession 
needs reforms in two major respects. First, an effective rule that 
prevents the delivery of most nonaudit services to audit clients. 
And second, an effective system of self-regulation. 

Despite the SEC’s tortured process which gave birth to a new 
rule, 2-01, just a year ago, the threat to an auditor’s independence 
from performing nonaudit services allowed by that rule remains 
palpable. And despite the enlarged charter that the Public Over- 
sight Board was given after extensive negotiations led by the SEC, 
the POB being until recently the most promising vehicle for some 
kind of at least partially effective self-regulation, the truth is an ef- 
fective system does not exist and cannot be achieved without legis- 
lative reform. 

So let me start — what is wrong with the new SEC rule beyond 
its hideous complexities? 

In many respects, it can be criticized, but I just want to talk 
about one. The SEC adduced strong evidence that providing to 
one’s audit client nonaudit services of any kind or kinds, if large 
enough in terms of fees paid, may impair independence. 

Despite this powerful predicate that the SEC established for 
rulemaking, the rule adopted fails absolutely in addressing this 
concern. It is a giant omission and it touches upon one of the two 
fictions that I want to address today. 

Fiction number one is the profession’s claim, and it has been a 
consistent claim for decades, that payments by an audit client to 
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its auditor for consulting and other nonaudit services, no matter 
how large, will never impair independence. 

Appearances, that is a problem, but in fact, don’t worry about it. 

Now it defies common sense to claim that large payments for 
nonaudit services, which management could easily purchase or 
threaten to purchase from service vendors other than the auditor, 
do not function as a powerful inducement to gain the auditor’s co- 
operation on how the numbers are presented. 

I was delighted to hear Mr. Seidler make the same point. 

Audit account partners are expected by their firms to establish 
close relationships with the managements they serve. They are ex- 
pected to cross-market to management as full a range of nonaudit 
services as possible, and that is a natural thing to do if they are 
allowed to do it. They are compensated by their firm on the basis, 
among others, of how much revenue they produce from their audit 
clients. Their stake in maximizing revenue from these clients 
through cross-marketing is as natural and compelling as any finan- 
cial reward could be. 

To claim that these incentives have no adverse impact on both 
the fact and the appearance of independence is a fiction, pure and 
simple. 

One basic problem with nonaudit fees which exists regardless of 
their magnitude, but grows more serious as the fees grow larger, 
is a basic conflict of interest. The conflict derives from the fact that 
in performing both audit and nonaudit services, the audit firm is 
serving essentially two different sets of clients — management, in 
the case of nonaudit services, which typically are commissioned by 
and performed for management, and the audit committee, in the 
case of audit services, which now are by rule commissioned by the 
audit committee and performed for that committee, the share- 
holders and all those who rely on the audited financials in deciding 
whether to invest. 

So the audit committee is a fiduciary in respect to each of these 
two very distinct client groups, duty-bound to serve each with undi- 
vided loyalty. It is obvious, and a matter of common experience, 
that in serving these different clients, the firm will be regularly 
subjected to conflicts of interest. And these conflicts will tear at the 
heart of independence. 

What is independence? It is the absolute freedom to exercise un- 
divided loyalty to the audit committee and the investing public. 
That is what we are trying to protect; to assure the auditor has the 
absolute freedom to be independent. 

When other loyalties tug for recognition, and especially when 
they come from those in a position to enlarge or shrink one’s book 
of business, on which depends one’s partnership share, and the 
share of one’s staff, the freedom necessary to meet one’s profes- 
sional responsibilities as an auditor is challenged. 

So there is a big hole in the rule. 

To plug the hole, I suggest a simple exclusionary rule covering 
most nonaudit services. And I am not suggesting Congress should 
get into the business of writing that rule. But I am suggesting the 
rule needs to be written by an SRO or by the SEC, and the SRO 
is the other subject that I will come to shortly. 
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An exclusionary rule would define the category of services to be 
barred as including everything other than the work involved in per- 
forming an audit and other work that is integral to the function of 
an audit. 

In general, the touchstone for deciding whether a service other 
than the straightforward audit itself should be excluded is whether 
the service is rendered principally to the client’s audit committee 
acting on behalf of investors to facilitate or improve the quality of 
the audit and the financial reporting process, or is rendered prin- 
cipally to provide assistance to management in the performance of 
its duties. 

The exclusionary rule could include a carefully circumscribed ex- 
ception to permit certain types of nonaudit services to be rendered 
by the audit firm to its client, where special circumstances are 
found by the audit committee to justify so doing. The rule would 
be refined and enforced by a legislatively empowered SRO, which 
is the subject of my second recommendation for reform. 

Beyond the two-client problem I have described, and the conflict, 
there are many additional arguments for exclusion and they are 
summarized in my written testimony, which I hope can be included 
in the record. 

Chairman Sarbanes. Without objection, the full statement will 
be included in the record. 

Mr. Longstreth. I want to mention just one argument here be- 
cause it seems so compelling to me. 

Independence is given important meaning in many situations 
analogous to auditing, where potential conflicts, while not always 
certain to impair independence, nonetheless are prohibited in the 
interest of avoiding the problem. And here’s the example. 

Consider the independence necessary for a director to serve on 
an audit committee of a public corporation. For a director to be 
independent for that purpose, as now generally defined by bodies 
that have looked at this, a blue ribbon committee, actually, that 
looked at it — Shaun’s committee was not blue ribbon, but I think 
it was a great committee. I served on it. 

Chairman Sarbanes. Well, you have bestowed a blue ribbon it. 

[Laughter.] 

Mr. Longstreth. But the blue ribbon committee said, for a di- 
rector to be independent enough to serve on the audit committee, 
he must not accept any compensation from the corporation for any 
service other than the service of being a director. Now, he may be 
extremely valuable in serving that corporation in some other way. 
And management may really feel frustrated that they cannot hire 
him for that purpose. But they cannot because it would impair his 
independence. 

The common-sense parallel to the auditor is both exact and, in 
my view, compelling. Compensation for services other than the 
audit function can threaten independence. 

Now the second fiction I want to address, fiction number two, is 
the profession’s three-fold claim that: First, the profession has the 
ability and motivation to regulate itself voluntarily; second, it has 
done so effectively over the past several decades; and third, there 
is no need for a legislatively empowered regulatory body led by per- 
sons independent of the profession. And if you haven’t heard this 
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argument enough yet, you are going to hear it in spades as the pos- 
sibility of legislation on this subject increases. 

The present system of voluntary self-regulation is completely un- 
satisfactory. If one looks closely at that system, what one sees is 
a bewildering maze of overlapping committees, panels and boards 
piled one on top of the other. They are characterized by complexity 
and ineffectiveness in matters of central importance to any effec- 
tive system of regulation. 

And since I am out of time, I am going to jump over 

Chairman Sarbanes. Take a couple of minutes to finish up. 

Mr. Longstreth. Okay. There are very specific reasons why only 
a legislatively empowered SRO can have a chance at effectiveness. 

The NASD is such an animal and it has not had an unblemished 
record of effectiveness. It had a chance and it has gotten better, 
and it is doing now, I think, a very important job, which the SEC 
simply does not have the resources to do itself. So, we need to 
replicate some thing like that. But the specific reasons, which are 
rooted in issues of antitrust law, self-incrimination and so on, are 
laid out in my testimony. 

I won’t go through that now because it is somewhat technical. 
But it is critically important to realize that voluntary action will 
never do the job. And the big element that is missing from vol- 
unteerism are these protections against abusing the right against 
self-incrimination, the protections against violating the antitrust 
laws, the ability to throw people out of the profession if they do not 
cooperate, give evidence, turn over documents, testify before the 
SRO, and so forth. 

So it is an easy conclusion to reach when you understand the de- 
tails. It has to be legislatively empowered. 

Now, I just want to make one more point. We have had a lot of 
history. I am going to go back even further than the others, if I 
may, because I think there is an important historical analogue that 
gives meaning to the opportunity you have now on the back of 
Enron, as momentum builds, to actually do an important legisla- 
tive job. 

Senator Gramm has returned, I want to say something because 
I was impressed with your statement at the outset of this hearing. 
You said your first rule was to do no harm, and I applaud that. 

I am not a fan of lots of legislation, take a law kind of thing, to 
solve every ill. But in regard to audit reform, I hope that you and 
all the others in the Senate will seize the opportunity that only 
lawmakers have right now to prevent further harm. 

I think, as you have heard — if you look at the sweep of history — 
the harm from bad financials has been increasing, there is a prob- 
lem, and it can only be solved by the legislature, by lawmakers. 

But the analogue I wanted to make was to the Great Depression 
and the fact that, with the huge losses of depositors, the Congress 
recognized the need that the public had to feel that the money they 
put in banks was safe. It had to be safe and they had to feel it was 
safe. And the result of that was many laws, maybe too many laws. 
But the FDIC was created and that law and the safety net for de- 
posits that it provided has been around a long time. 

The problem is that since the 1930’s, money has migrated out of 
bank deposits and into the capital markets, from bank deposits to 
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money market mutual funds and, increasingly, to equities. And 
with this shift in how the public saves its money, saves its retire- 
ment funds, should come a shift by lawmakers in fashioning the 
kinds of protections that public investors need. 

I am not suggesting a safety net under equities. That would do 
more harm than good. But what I am suggesting is a system that 
you can help create, indeed, must be the absolute essential element 
in creating, a system assuring that, when our corporations present 
their financial condition to the world, what they present is worthy 
of public trust. 

The auditors are the last line of defense. Security analysts, you 
can fuss with them, but you are never going to fix their conflicts 
entirely. But auditors are not entrepreneurs. They are the last line 
of defense. Their job is to vouch for, render trustworthy the finan- 
cial statements of the corporations they serve in this way, and the 
public that they serve in this way. 

We know in recent years with disturbing frequency the numbers 
are fudged, earnings are managed, and sometimes, on the slippery 
slope, they become false and misleading deliberately. 

So legislative action is needed now because, with these growing 
numbers of audit failures, culminating, but not ending, with Enron, 
the public’s trust and confidence has really been badly shaken, just 
as in the Depression. But now, it is shaken — the public is shaken 
as investors, not as depositors, and the loss of trust is directed to 
the reliability of financial statements, not to the bank deposit. 

I hope that the hearings will convince Congress that it can and 
must restore the public’s confidence in the financial statements by 
taking the steps I have outlined to create an effective SRO with 
independent leadership, which is critical. 

Now there has been consideration given to rotation of auditors, 
and I think that is worth studying. 

I thank you for the extra time and I will stop now. 

Chairman Sarbanes. Well, thank you very much. This has been 
an extremely helpful panel, not only for your testimony, but also 
the evident care and effort that went into the prepared statements 
that have been fully included in the record and which will be sub- 
ject to careful study. 

Senator Gramm has another conflicting engagement. I will yield 
to him to do his questioning first, and next to Senator Miller, and 
then I will pick up myself. 

Senator Gramm. Mr. Chairman, let me try to be brief, given your 
generosity. 

First, I want to thank each of you for outstanding presentations. 

I believe there is a growing consensus on this Committee that we 
need to strengthen this independent accounting standard setting 
board. And so, I want to pose a question to each of you that is 
counter to the principle that I am moving toward, or at least rais- 
ing a concern about it. 

I think maybe I am the only person who has this concern. The 
concern basically is, there is a growing recommendation that we 
need more people who are not CPA’s on this accounting board. 
There is a growing recommendation that we have more inde- 
pendent people involved in the process. There is a growing rec- 
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ommendation that we give this board unchecked substantial in- 
creases in power. 

Mr. Wyatt brought up setting standards and talked about polit- 
ical involvement, and I can comment on it because I have consist- 
ently taken the view that while some of the proposals of FASB are 
proposals that I have never been able to understand, not that I 
think I lack the analytical powers. It is just — the issue about stock 
options and how they should be treated is an example. But I have 
consistently taken the position that whatever they decided, it was 
infinitely superior to anything Congress could decide. 

So, I agree with part of the point Mr. Wyatt makes, but not all 
of it. I have always taken the position that, whether I agreed with 
the board or not, I did not want to get in their business. 

That is the do-no-harm part. 

But here’s the point. If we create this board and we give it in- 
creased power, which I believe we are going to and that I am going 
to support, does anybody have concern about it losing touch with 
the reality of the accounting profession? Does anybody have con- 
cerns about when we give it financial independence and so it 
doesn’t have to go out and get people to contribute to its support, 
that we could lose the kind of feedback and input from grassroots 
accounting that at least I believe is important? 

I guess the oldest example of the concern that I am raising goes 
back to Plato’s Republic. The ancient Greek philosophers believed 
that the solution was to produce perfect men, and then they would 
be given authority. Our founders understood there has only been 
one perfect man and that you had to do checks and balances. 

But the whole thesis of this board, it raises the question, and I 
will get to the question, that was raised in response to the concern 
about Plato’s Republic — who is to guard the guardians? Where are 
the checks and balances? I understand the need for independence. 
But where are the checks and balances? And do any of you all have 
a concern that, if we go too far in isolating and insulating this 
board, that we could create a problem in that direction? 

Let me just start over here on the left and we will just go down, 
if you could give me your response. 

Mr. Longstreth. When you talk about the board, you are talk- 
ing about the FASB. Is that right? 

Senator Gramm. I’m talking about this new successor board that 
we will give subpoena power, that we are going to give lots of 
power to. We are going to give them a permanent funding source. 

Mr. Longstreth. Okay. 

Senator Gramm. And we are going to give them a lot of power. 
The concern I have is, that I am raising is, does anybody have con- 
cern about the loss of — that they might cease being responsive to 
the profession, that they might lose touch with people who are ac- 
tually doing audits every day? 

Mr. Longstreth. Yes, I understand. Well, I think the checks and 
balances that you would build into it would start with very clear 
oversight by the SEC, just as we have now with the NASD. Of 
course, you would have constant Congressional oversight because it 
would be created by Congress and it could be changed or elimi- 
nated by Congress. You would have limited terms for the leader- 
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ship. And I hope that they would be appointed by people who are 
public officials charged with public responsibility. 

Senator Gramm. You do not want that, believe me. 

[Laughter.] 

Mr. Longstreth. You do not? 

Senator Gramm. No, I do not think so. 

Mr. Longstreth. Well, it is worth a debate. 

Chairman Sarbanes. Like the Chairman of the Fed, Chairman 
of the SEC, that panel that appoints the group. 

Mr. Longstreth. That is what I was talking about, yes. That is 
right. Sort of like the Chrysler board that was created. That was 
an ad hoc board, but it had the comptroller general, it had the 
chair of the Federal Reserve Board. 

I think there should be a committee of public officials who are 
responsible to the public, the investing public, in a certain way, 
who would, as a committee, fill the slots and fill the vacancies. 
They would include, it would seem obvious, the chair of the SEC 
or the SEC itself, the Fed, the comptroller general, and maybe 
someone else. And it could have some private-sector people, too. 

It seems to me that those are the classic checks and balances we 
have — limited terms, appointment by other people, oversight by the 
SEC, including sanctioning powers of the SEC. They can sanction 
the NASD, and in fact did a few years ago. The same formula. 

Chairman Sarbanes. Mr. Seidler. 

Mr. Seidler. I do share your concern. I think one example we 
have is FASB, which, although it has accountants on it, sits in bu- 
colic Connecticut, almost isolated from the rest of the world and 
has produced almost other worldly pronouncements in certain 
cases. 

I foresaw in my proposal that the membership of the Board, of 
the SRO, which I call the National Financial Reporting Board, con- 
tain a significant number of practicing professional accountants. 

I won’t get into the majority/minority issue, but I think we have 
to look back in history to the old Accounting Principles Board, 
which did a far better job and contained frequently the top tech- 
nical partners in the firms who were, as Professor Wyatt has said, 
also the managing partners of their firm. So, I would like to see 
substantial representation from practicing or very recently retired 
practicing. 

Chairman Sarbanes. Can I invite you to get into the issue of 
whether substantial means majority or minority? 

Mr. Seidler. Well, I would think it would be minority because 
I can see three groups represented. First would be public people. 
There would have to be people with an overview, I think. Second, 
I would like to see the financial community represented. And third, 
the professional accountants, depending on the number that one 
had and, possibly, at least one member from industry. 

Industry has exhibited a great self-interest in the standards 

Senator Gramm. What do you mean by industry? 

Mr. Seidler. Representatives like a CFO from a major company. 

Senator Gramm. Okay. 

Mr. Seidler. Industry has been showing its self-interest. Never- 
theless, the preparer community has to have some say over the 
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structure. So, no, I do not see a majority of practicing professionals, 
but I see a significant minority. 

Mr. O’Malley. I would agree with that, Senator. I think history 
shows us that the failure of the self-regulatory model that we have 
identified in our panel’s report suggests that the tilt toward public 
interest ought to be weighed, if it is 4-3 or something like that. 

I do think you need some very knowledgeable, practicing public 
accountants who are very much involved in the process because I 
would fear that if you had too much, if you had a 6-3 or something 
like that, you could potentially lose sight of what the real issues 
are to these people out in the field, and that is very important. But 
at the same time, I am saying, whatever the body is, whether it 
is created by legislation or by regulation, it ought to have that tilt 
toward the public interest, for appearance, as much as for the im- 
portance of operating it. 

Senator Gramm. You could have a majority that are accountants, 
but require a super-majority to act. I mean there are a lot of ways 
that you could do it. 

Mr. O’Malley. True. 

Mr. Wyatt. Yes, Senator. I share the concern. I think that we 
are dealing with a highly technical subject and we need as partici- 
pants on the board those people who are most expert in dealing 
with the issues and have a background of having dealt with them. 
So, I probably would favor a slight majority from the practicing 
profession, but I could live with a strong minority. 

The challenge would be to get people who do not have such ex- 
pertise to agree to involve themselves in an activity which they had 
not prepared themselves for in their careers. Getting good people 
under those circumstances is a challenge. 

Senator Gramm. Would you all see this as a full-time board? 

Mr. Wyatt. You bet. 

Senator Gramm. So, you would want it to be highly compensated 
and this would be their only source of income? 

Mr. Seidler. No, I would demur from that. I am not certain that 
it should be a full-time board. The FASB are full-time people and 
they have been divorced from practice and I think that has shown 
up. I could see a board which functioned to a great extent as a 
board of directors with a staff under them. I would like to permit 
practicing technical partners from accounting firms to serve while 
they are still practicing in their firms. 

Mr. Briloff. Senator Gramm 

Senator Gramm. Grab that microphone, if you will, Professor. 

Mr. Briloff. The question that you ask — forgive me — is what I 
sometimes refer to as a plumbing problem. Let’s first try to think 
in terms of the overall architecture and if we move consistent with 
what Mr. O’Malley or Professor Longstreth might have suggested, 
Professor Wyatt, and think in terms of creating an SRO, I believe 
that then the personnel and the functioning would fall into place 
very, very effectively. 

The only single standard I would urge, separated absolutely in 
funding and operationally from the American Institute of Certified 
Public Accountants because it has become a trade or industry asso- 
ciation. It is not any longer a professional organization. 

Senator Gramm. Thank you, Mr. Chairman. 
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Chairman Sarbanes. First, let me say by way of preface to a line 
of questioning that I want to develop, I feel very strongly, and have 
for quite a long time, almost since I came to Congress, that the 
SEC is not given sufficient resources to meet its responsibilities. 

We constantly brag about the integrity of the American securities 
capital markets, how important that is to the functioning of our 
economic system, that they are the best in the world — and I still 
believe they are. But the SEC plays an important role in making 
that possible. Its workload has just grown at a geometric progres- 
sion. Its staff resources hardly match that. 

We passed a package last year that was pressed very hard by in- 
dustry to reduce trading fees because it was said that they were 
bringing in a lot more money than the SEC budget, which was the 
initial rationale for it. We linked that with providing pay parity to 
SEC employees with the other Government regulators, not pay par- 
ity with the private sector, which still remains a difficult problem. 
But in any event, pay parity with the Government sector. 

I think all of us here when we passed that bill, assumed that it 
would go into place as a package. Well, lo and behold, the fee re- 
duction went into place, but the budget submission from the Ad- 
ministration did not implement pay parity. 

The SEC currently has a significant number of unfilled positions 
because of the budget shortfall. Most people have testified that 
they think they should have additional personnel over and above 
what they now have, so that you really do need a significant infu- 
sion. Their budget is $460 million — that is the request this year, 
roughly speaking, for all of the SEC’s functions. 

So, I have been in touch with the Administration. I have just 
written to the President again, urging him to send a supplemental 
request to the Congress because, obviously, and I want to move to 
this in a moment, we are probing what structure we have, what 
systemic and structural changes we should make to significantly 
lessen the risks of these things occurring again. But while that 
process is developing, it seems clear to me that immediately, addi- 
tional resources to the SEC would enable it to move ahead and ex- 
ercise the authorities it now has in order to meet its responsibil- 
ities. We continue to press for that. I take it all the panelists agree 
with the observation that we do need to provide an additional infu- 
sion of resources into the SEC to meet its responsibilities. Is there 
anyone who would dissent from that? 

[No response.] 

Fine. Thank you very much. 

Now let me explore the possible structure. Some of these will be 
advanced as a devil’s advocate. I just want to explore the possibili- 
ties. One possibility I guess would be to say, well, the SEC is going 
to do it all. This would be a major expansion — not what I am talk- 
ing about here in terms of the budget request I am putting to the 
Administration. But this would have to be a very significant expan- 
sion in personnel and budget and the SEC then would, in effect, 
set the standards, monitor the standards, really be at the top and 
carry it on through. 

Now the magnitude of this and what it involves may be to some 
extent illustrated by the testimony we had from Bob Glauber just 
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yesterday, the Chairman and Chief Executive Officer of the NASD, 
and I want to quote it for a minute: 

The National Association of Securities Dealers is not a trade association, but, 
rather, the world’s largest self-regulatory organization, or SRO. Under Federal law, 
every one of the roughly 5,500 brokerage firms, nearly 90,000 branch offices, and 
almost 700,000 registered representatives in the U.S. securities industry come 
under our jurisdiction. To give you a sense of our scope and authority, it is vital 
to know that every brokerage firm in the United States that does business with the 
public must by law be a member of NASD. We have a staff of over 2,000 employees 
in Washington, Rockville, and district offices across the country and an annual 
budget exceeding $400 million. 

For more than six decades, our mission and our mandate from Congress has been 
clear: To bring integrity to the markets and confidence to investors. We do this by 
licensing and setting qualification standards for industry participants, maintaining 
a massive registration database that includes qualification and disciplinary histories 
of all brokers and firms, writing rules to govern the conduct of brokerage firms and 
their employees, providing investor education and outreach, educating our members 
on legal and on ethical standards, examining them for compliance with the Federal 
securities laws and NASD and Federal rules, investigating infractions, and dis- 
ciplining those who fail to comply. And, of course, violations may result in signifi- 
cant fines or even expulsion from the securities industry. 

What is your perception of the idea that we should just have the 
SEC do it? No one has suggested that here. I just want to get some 
benchmarks. 

Mr. Longstreth. I think that is a completely acceptable alter- 
native. I really do not know whether it is preferable to an SRO for 
the audit profession. 

The truth is that if you go back to the creation of the first SRO, 
which James Landis, I think, was responsible for as Chair of the 
SEC, it was the New York Stock Exchange. And as Joel Seligman’s 
book thoroughly and persuasively points out, the New York Stock 
Exchange, on all issues of fundamental economic importance to its 
members, beat back reform efforts by the SEC for decades. 

The most critical issue was fixed commission rates. The SEC only 
acted in the face of imminent legislative action to force it to act on 
May Day of 1975. 

So the record was not good from 1933 to 1975 on major economic 
issues. And it remained very bad with the NASD on the major eco- 
nomic issue right up until the present because billions of dollars of 
investors’ money was lost because there was basically some price- 
fixing going on which the NASD ignored. That led to the reforms 
that Senator Rudman led and which made things better. But the 
record is not great for SRO’s in regard to major economic things. 

Now what is a “major economic thing” for the audit profession? 
Well, it could be nonaudit services. That is why I emphasize the 
importance of the leadership and the way in which the leadership 
is appointed, to make sure that they really are there on the SRO 
Board to represent the public interest. 

I think having the SEC do it is a viable alternative and one that 
ought to really work on the question of why isn’t that approval a 
good idea? Maybe you will be led to conclude it is not or that there 
is a better idea, which is a well-established SRO. That is my view. 

Chairman Sarbanes. Mr. Seidler. 

Mr. Seidler. I do not think it would be a good idea. I think that 
the SEC has demonstrated over most of its lifetime the ability to 
essentially guide and direct — not always perfectly, sometimes quite 
imperfectly — the various bodies under its jurisdiction. 
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With respect to accounting, there hasn’t been an SRO, as a prac- 
tical matter. The SEC’s input, frequently by direction, frequently 
by indirection, has pushed the various accounting standard setting 
bodies in the direction that the Commission wanted to move. I 
think the Commission has enough problems in getting resources 
and I greatly doubt that, given enough resources, it would suddenly 
undertake for its first time a production function, which is what 
this would be. 

So, I would much prefer to take a model, and I guess that is be- 
cause I have always tried to copy something that works reasonably 
well, take a model that does work reasonably well, and that is an 
SRO under the direction of the SEC. 

Chairman Sarbanes. Right. 

Mr. O’Malley. 

Mr. O’Malley. My own sense is they ultimately are responsible 
anyway. The SEC will be over any SRO or any other organization 
that is set up to respond to these concerns. My own sense is that 
I would talk to them first and see whether they can feel they can 
do it best this way or with an SRO. I don’t have any particular 
preference. I just want to make sure that all the issues — whether 
it is discipline, standard setting — all of these issues get somehow 
covered by an oversight body, whether it is created by SRO or cre- 
ated under the SEC, with continued Congressional oversight of the 
SEC, would be acceptable to me. 

As long as we get these subjects taken care of in the group, I do 
not care how it is constructed, to be honest with you, Senator. 

Chairman Sarbanes. Right. 

Mr. Wyatt. 

Mr. Wyatt. I think I would prefer to have the standard setting 
be independent and everything else be under the aegis of the SEC. 

The FASB and the SEC work together very, very closely cur- 
rently and I would see them continuing to do so. But I think that 
having an independent body removes to some extent the political 
influence, and I think that is important. 

Chairman Sarbanes. Professor Briloff. 

Mr. Briloff. I would not want to have the responsibility that we 
are here talking about directly under the SEC. The SEC is the 
over-arching body for the administration of the nexus of securities 
laws, not only the 1933 and 1934 Acts. 

I would look to the SEC as possibly saying to the accounting pro- 
fession, under the FCPA 1977 Act, you are required to implement 
the internal control procedures. Under the 1995 Act, you are re- 
quired to do that even more fully. Go out and do it. 

I would look to the SRO for that registry and the disciplinary 
process that we have been talking about, with the SEC there as the 
others have indicated, as the over-arching body, just to see that all 
of these bodies are functioning optimally. 

Chairman Sarbanes. All right. That is at one end of the spec- 
trum. Now at the other end, we have had this system of voluntary 
effort, which I think everyone indicates has obviously had signifi- 
cant deficiencies in it. It really is falling short. 

I am struck by the quality of the reports by the various commis- 
sions, yours, Mr. O’Malley, and much earlier, the Cohen Commis- 
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sion. And yet, our inability to implement or put into place most of 
the recommendations. 

We get a problem and we do a commission, we do a very good 
study, we get very able people to draw these conclusions. And then 
the recommendations are out there and a few get put into place. 
But in terms of instituting some system or structure that really ad- 
dresses the problem, we seem to be unable to do that. 

Mr. O’Malley. Senator, we were very aware of that problem and 
I think attendant to it. We thought that if the POB, which was our 
proposal, was so strengthened and empowered to carry out this 
mission, that one of the things that we would require them to do, 
was to regularly report on whether these recommendations had 
been implemented, and if not, why not, and to publicize that infor- 
mation in our annual report, so that the public, the Congress, and 
everybody would know exactly whether or not the profession was 
responding to these proposals. 

That had been agreed upon. And I am not sure that was in the 
charter, but the POB agreed that was an appropriate way to go. 
They would oversee whether these recommendations were being 
implemented and report publicly on the status of that. 

Chairman Sarbanes. First of all, I take it that you all think it 
would need to be done by statute and not by regulation by the 
SEC. Is that correct? 

Mr. O’Malley. I am neutral, Senator. I do not know which would 
be better. If the SEC can do the job, as far as I am concerned, that 
is fine. If an SRO can somehow do it better, that is fine. 

Chairman Sarbanes. Of course, they have been unable to do it 
up to this point. That is one of the problems, I think. 

Mr. Wyatt made the point that, and I think it is a very well 
taken point, that you had Members of Congress who had inter- 
vened with FASB as they were prepared to do some standard. I 
would just make the observation that that wasn’t a spontaneous 
intervention. It is not as though Members of Congress sit around 
and try to keep tabs on what FASB is doing and then decide that 
they want to intervene. They are intervening because they are 
hearing from elements of the industry who are resistant to what 
FASB is thinking of doing. And the same thing with the SEC. 

Levitt was thinking of instituting certain things, and then there 
was a big outcry about that, both from the industry and from the 
Congress. But the Congress was really, at least those who moved 
ahead, were reflecting what they were hearing from the industry. 

So it seems to me that we have to get a change in attitude at 
the top within the accounting profession in terms of where their re- 
sponsibilities lie. One of the challenges is, how do we achieve that? 

Mr. Seidler. Could I comment on that? 

Chairman Sarbanes. Let me just say one thing about the NASD 
because I want to come back and ask you to what extent you think 
they have done a good job and should constitute some example or 
benchmark that we should look to as we think about this problem. 

Mr. Glauber, in his testimony, said: 

On average, the NASD files more than 1,000 new disciplinary actions annually, 
with sanctions ranging from censures to fines and suspensions to expulsions from 
the securities industry. We supplement our enforcement efforts with referrals to 
criminal authorities and the SEC. In one important settlement alone this year, 
reached jointly with the SEC, the NASD, and the SEC each imposed sanctions of 
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$50 million against a major investment bank for violating SRO rules by extracting 
illegal paybacks from favored customers to whom it allocated “hot” IPO’s. 

Is the NASD a model to which we should pay some attention as 
we address the issues that we are confronting here? 

If I could get quick answers from everyone. 

Mr. Longstreth. Yes, I think it is. It is a model which has been 
vastly improved through the Rudman recommendations and 
changes. NASD Regulation now, I think, is much better structured 
to represent the investor interest as opposed to the interest of the 
brokerage community. 

But just to answer the earlier question which is relevant to this 
question, I do not think the SEC has the power to create the kind 
of SRO that you would want to create to assure effectiveness. 
Maybe I am wrong about that, but I do not think it does. 

Of course, you could empower it. And I would think if you are 
going to have an SRO, one way to do it is to tell the SEC largely 
what to do, and the other is to empower them to do it in their own 
best judgment, with some broad principles. 

I do think that the NASD is vastly improved. But any SRO serv- 
ing the fundamental economic interest of its members is going to 
have a struggle between that self-interest and the public interest. 
However, as long as one recognizes that and works against it 
through publicity, transparency, and so on, it seems to me that an 
SRO can be an effective tool. 

Chairman Sarbanes. Mr. Seidler. 

Mr. Seidler. I think Mr. Wyatt referred to the impact perhaps 
of greed on the accounting profession, going into too much con- 
sulting. I worked on Wall Street for a large part of my career. The 
greed in the accounting profession, by comparison to the greed on 
Wall Street, looks like Little Red Riding Hood. 

The NASD has dealt with a group of people who are intent on 
making a great deal of money and overall, has done a very good 
job of controlling that. 

If you see the size of the problem, the number of people they 
have dealt with, they have, I think, done quite an effective job with 
a very, very difficult problem. 

I was in charge of Bear Stearns internal audit department for 
some time and also sat on the operating committee, and therefore, 
saw the interface with the NASD. Was it perfect? No. Did they al- 
ways control this perfectly? Probably not. But they did constantly 
cause us to change, to operate, to see what they were doing, and 
to respond. 

In general, I felt that this model was quite effective and I would 
see it applying, in some sense, easier to apply it to the accountants 
than it would be to a bunch of my partners in Bear Stearns. 

Chairman Sarbanes. Mr. O’Malley. 

Mr. O’Malley. Senator, you mentioned discipline and I think 
that was one of the keys in our report, the total lack of discipline 
in the existing organization of the profession. 

I do not know what the best answer is for making sure that 
there is discipline and that the justice is swifter than it had been 
in the 8 or 9 years that it takes today. 

But I think, if I can just say, on accounting standards, we think 
that should be essentially an independent body, but with oversight 
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by this new body, whatever the organization is. And the same thing 
with auditing standards. That should be put together by experts 
that are relatively independent. This oversight group would be ap- 
pointing the chairman, approving other appointments, and over- 
seeing in the sense that they would be telling them you are not 
moving fast enough or addressing this problem. But those two 
standard setting bodies should be relatively independent in setting 
the standards, but with oversight from this body. The key for this 
body is going to be the discipline because that to me brings back 
my favorite subject, and that is improving audit quality. 

If you put some teeth in the discipline, I think it is going to help 
overall in the improvement of audit quality. 

Chairman Sarbanes. Well, who is doing the monitoring of the 
standards under your scenario? 

Mr. O’Malley. Monitoring would be this group. But the standard 
setting itself would not be done by this group. 

Chairman Sarbanes. Does everyone agree with that or can you 
bring the standard setting into the group as well? 

Mr. Seidler. We have, for example, NASDR under the NASD. I 
would see the SEC practice section perhaps being like NASDR. 

I would see the FASV as another subsidiary of this board. The 
auditing standard setting as yet another subsidiary, each one de- 
veloping its own standards but under the direction, selection of 
leadership, control 

Chairman Sarbanes. Monitoring. 

Mr. Seidler. Monitoring — of the overall board. 

Chairman Sarbanes. So the overall board would have under it 
the sub-boards or sub-groups that established the standards and 
also, whatever group did the monitoring of the standards and the 
disciplining. Is that correct? 

Mr. Seidler. That is correct. 

Chairman Sarbanes. All right. 

Mr. Wyatt. 

Mr. Wyatt. Yes. 

Chairman Sarbanes. Why don’t you speak now and then we will 
come back to Professor Briloff. I know he has something to offer to 
this discussion. 

Mr. Wyatt. Let me start by saying, I am not as familiar with 
the NASD as obviously the fellow on my right is. But a structure 
that would permit the expertise needed to set accounting standards 
and auditing standards to function properly, the failure we have 
had, I believe, is more in the area of disciplinary action. 

The AICPA disciplines, I do not know, hundreds, maybe thou- 
sands, of practicing accountants every year, but they are single 
practitioners. They haven’t done anything with the bigger firms, I 
suspect, partly at the risk of losing the revenue from all of the 
members of those firms who are members of the institute. I don’t 
know, but that is my perception. That has to change. 

Chairman Sarbanes. Professor Briloff. 

Mr. Briloff. The only comment I want to make is that I would 
like to have the standards themselves left to those within the pro- 
fession. I believe that is part of their professional undertaking. 
However, this SRO would act as a mandate under the Congress or 
the SEC to make certain that the profession has, in fact, fulfilled 
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the responsibilities vested in it, whether by the Congress or by 
some mandate from the SEC. 

What I am driving at here is, as I indicated earlier, and forgive 
me for repeating, we have the Foreign Corrupt Practices Act and 
Title III of the 1995 Act, which the profession has blithely essen- 
tially ignored. If there were an SRO, it would direct the profession 
to take cognizance of it and to then make certain that the profes- 
sion is responding meaningfully and effectively to what the legisla- 
tion anticipated. 

Chairman Sarbanes. Now, I am struck by the fact that under 
the current arrangements, the standard setting bodies, both FASB 
and the international, because we do have this international di- 
mension now developing, and I think we need to keep an eye on 
that. But they are funded by basically going around with a tin cup. 
So, you go to the very people who are going to be most intimately 
affected by the standards. You ask them for money to support the 
operation, and if they do not like what they think the standard 
setting body is going to do, they are obviously either unwilling or 
reluctant to give money. 

It was dramatized when Volcker was soliciting a number of the 
largest corporations to give contributions for the International Ac- 
counting Standards Foundation, to fund that work. And amongst 
the companies that was on the list that was solicited was Enron. 
Then, internally, within Enron — Paul Volcker knew nothing about 
this. They were passing memos back and forth trying to decide 
whether to make a contribution. And the big question was, what 
kind of influence could this get them in whatever standards were 
going to be set. 

What are your views on how we should fund this SRO, so you 
are not dependent upon the voluntary contribution of the people in 
the industry that are being affected, either by the standards or by 
the monitoring or disciplinary action? 

Mr. Longstreth. The NASD’s $400 million budget is paid, I be- 
lieve, through members — the catch is that everybody who hangs 
out a shingle as a broker-dealer or registered representative, has 
to be a member. 

Chairman Sarbanes. And they have to pay a fee. 

Mr. Longstreth. They have to pay a fee. 

Chairman Sarbanes. Right. 

Mr. Longstreth. I guess that adds up — you said $400 million — 
almost as much as the SEC. 

Chairman Sarbanes. Right. 

Mr. Seidler. I would see every company’s securities that are 
publicly-traded having to pay a certain amount and every auditor 
or auditing firm that was registered to audit such companies also 
paying a mandated fee. 

Mr. O’Malley. Something like that, some kind of a fee structure. 

At present, the FASB is funded — each of the major accounting 
firms contribute something like a million dollars to the FASB, and 
then industry essentially makes up the rest of the FASB’s budget. 

So in the final analysis, it is going to be the companies that are 
registered that are going to pay the cost, whether it is through fees 
or through indirectly the charges they pay to the auditing firms. 

Chairman Sarbanes. Yes. 
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Mr. Wyatt. 

Mr. Wyatt. I would disagree with my colleague. The FASB’s 
budget, the last I saw, was approximately two-thirds from the sale 
of publications. 

Chairman Sarbanes. Right. 

Mr. Wyatt. And one-third from these contributions from account- 
ing firms and industry. 

Chairman Sarbanes. Of course, the International Standards 
Board, the Europeans have indicated, the EU, that by 2005, they 
expect to adopt the standards of the International Accounting 
Standards as their accounting standards in the EU countries, 
which I regard as a significant development because this is a very 
significant economic actor, the EU community. Its economy com- 
bined is almost equivalent to the United States. When they do that, 
they won’t be able to charge for materials because the EU is taking 
the position that the materials — since these are requirements that 
you have to meet, you ought to get the materials without paying 
for them, in order to abide by them. 

Mr. Wyatt. Different mindset over there. 

Chairman Sarbanes. Yes. 

Mr. Wyatt. I think that the defect in the FASB structure cur- 
rently is that the trustees fundamentally are representatives of the 
groups that are paying in the money. The trustees of the founda- 
tion should not be representatives of those organizations, but 
should be people from the public who have independent interest. I 
think that is where part of the problem with the FASB has rested. 

Chairman Sarbanes. Professor Briloff, did you want to add any- 
thing to this point? 

Mr. Briloff. Very little at this point. Any one of these funding 
mechanisms would work, either charging for those who are reg- 
istered, the registrants, or the firms. 

Again, forgive my applying that notion of “a plumbing problem.” 
I want to resolve the matters in principle, spelled with an “1-e,” and 
everything else will fall into place. 

Chairman Sarbanes. Yes. 

Mr. Seidler. 

Mr. Seidler. Mr. Chairman, if I could add one caveat. 

There are many smaller public accounting firms that have sev- 
eral public companies whose securities are traded. Their main 
practice is private, but they have a few. 

In recent years, with the increasing problems of dealing with 
new pronouncements and so on, there has been a tendency for 
them to drop that business, to find that it is just too difficult to 
handle. I would hate to see those smaller accounting firms stifled 
by a new structure. 

So to the extent that it is possible, it would be useful to keep the 
structure, particularly fees, in such a way as to not force out this 
body of smaller accounting firms. Some of them are very excellent 
in specialties, sometimes better than the major firms. 

Chairman Sarbanes. Well, that is an interesting point. We will 
have to wrestle with it. But it seems to me that there is a signifi- 
cant break between accounting firms that take on publicly-listed 
companies because the nature of their responsibilities at that point, 
very significant dimensions are added to it, as opposed to just han- 
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dling private companies. In fact, we had a discussion in here yes- 
terday with a panel about that very subject. 

The American Institute of Certified Public Accountants is putting 
out an alert now to all their key people about the terrible things 
that may happen here in the Congress as we wrestle with this 
problem and how they have to start contacting their Representa- 
tives and their Senators to begin to build a groundswell in the 
other direction. 

One of the points they make is that the very small accounting 
firms with private clients are going to be impacted by all of this. 
Of course, the level at which we are thinking has this kind of dif- 
ferentiation point between private and public. But once you start 
representing companies that are listed on the exchanges, which 
then gets you into questions of the integrity of the capital markets 
and the reliability of the information, and all the rest of that flows 
from that, it seems to me that you are dealing in a different realm. 

Now, we will have to look at that. The danger, I think, is any 
exception becomes the loophole that is then exploited and is broad- 
ened and widened, you see. And all of a sudden, you have undercut 
what you are trying to do. But I think it is a reasonable point and 
it is one we will have to consider. 

I think then we will draw it to a close. 

Everyone seems now to agree that at least some of the consulting 
activities that accounting firms are doing, while also doing audit- 
ing, ought not to be done. Now some take the position that they 
should not do any of those activities at all. Professor Briloff has 
held that position today. Others have held it before the Committee 
in the course of our hearings. Others say, well, certain things 
should be precluded, but not everything. And then the question is, 
how do you define that? 

In the Superior Bank failure in Chicago, which this Committee 
has been looking at, the accounting firm established the internal 
financial process of the company, of the bank, by which they would 
value residuals. Then in the auditing function, approve the com- 
pany’s valuation of the residuals developed by their process. Now, 
of course, it turned out they were grossly overvalued and it was 
one of the reasons why the bank collapsed and it is now going to 
cost the insurance fund probably somewhere around $500 million. 
Who should draw this line in the structure we are talking about? 

Mr. O’Malley. Senator, could I respond to that? 

I think, and this is a little historic, the SEC, working with the 
profession, set up the Independent Standards Board. And that 
Board, Chaired by William Allen, who was a former head of the 
Delaware Chancery Court, set up a structure for resolving inde- 
pendence issues. They listed what the basic principles of independ- 
ence were. They listed all the threats to independence, and they set 
up a system for evaluating and addressing the threats and then 
taking some services and saying, they clearly should be off the 
table, others should not. 

The basic principle is that you shouldn’t be self-auditing. You 
shouldn’t be able to audit your own work. And that would address 
the issue you raised in the Superior Bank situation. 
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The other is that you cannot be part of management. You cannot 
replace management or then you clearly are not independent both 
in form or in appearance or in substance. 

So the SEC, when it announced its rulemaking initiative, essen- 
tially ended the life of the Independent Standards Board, which it 
had set up just 2 years before. And this group did a lot of valuable 
work. I said in my written statement, I would hope, however we 
resolve this issue, that the principles they set up, which were a 
clear and positive guide for regulating independence, be utilized by 
the new body going forward and making these decisions. 

And I would emphasize, I do not think we ought to have legisla- 
tion that says you can do this service and you cannot do that serv- 
ice. This body should make those decisions and they should do it 
based on a sound conceptual framework. 

Chairman Sarbanes. Should you have legislation that didn’t try 
to set the specific line, but try to provide some broader guidance 
to where they might go? 

Mr. O’Malley. That would be totally acceptable to me. If we had 
a conceptual framework that said you cannot audit yourself, you 
cannot be part of management, that addresses any threat. 

Chairman Sarbanes. A general statement. 

Mr. O’Malley. Yes, exactly. 

Chairman Sarbanes. But then to be developed out. 

Mr. O’Malley. Exactly. That would be my approach. 

Mr. Longstreth. I would agree with that. 

Chairman Sarbanes. Okay. Yes. 

Mr. Longstreth. Shaun and I have talked a lot about this sub- 
ject together. I just want to add one comment to what he said, most 
of which I agree with. 

I think I have read all of the ISB stuff. The big hole in the SEC 
rule which I described, namely, that it fails to acknowledge that 
large, nonaudit fees, for whatever kind of nonaudit services might 
be involved, can have an impact on independence. 

But the SEC did not say so and neither, as far as the ISB got, 
did the ISB. I do not think there is any recognition there of that 
fundamental, common sense observation. The point at which large 
amounts of money are paid to you for services that management 
could send elsewhere, could retain other people put at risk for one’s 
professional reputation, which can be subordinated to the amount 
of fees being paid and the annuity that those fees can represent. 

The prospect of fees, in the case of Enron, who paid Andersen 
$27 million in 2001. So $27 million this year. But you can look for- 
ward to that kind of payment far into the future. That is a prin- 
ciple I would add to the two very important principles that Shaun 
mentioned as being developed by the ISB. 

Mr. O’Malley. I would only add to that point that, to me, it 
doesn’t matter what service you are being paid for. If you are being 
paid — whether it is auditing or another service — there is an inher- 
ent conflict in the relationship to begin with. If you are being paid 
$20 million to do an audit and you are going to be doing the audit 
for some years, it is no different than if you are being paid another 
$5 million for another service. 

To me, the inherent conflict is there. I think it is up to the struc- 
ture of this oversight board to make sure that the audit committees 
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are deeply involved in any nonaudit service decisions, as long as we 
have eliminated self-auditing and acting as management. 

Chairman Sarbanes. But this could be a handy benchmark. If 
the nonaudit services, in terms of recompense, dwarf or overwhelm 
the audit service, even if they are for services that we generally 
have said, do not create your problem, they are okay services. But 
somehow, the size and the magnitude of them grows to the point 
that the recompense dwarfs the other, then you may have created 
a problem. Perhaps some kind of percentage test or something at 
least avoids that more extreme or egregious situation. 

Mr. O’Malley. I agree. I saw the one case that was cited. I do 
not know what the company was, where the auditors were paid $3 
million for the audit and $60 some million. And to me, I would 
imagine that would be eliminated by this agreement not to do 
major financial systems design and implementation. That is where 
the big dollars are. They have taken that off the table entirely. But 
I agree with you. In that instance, if I were on the audit committee, 
I would be saying, wait, wait a minute on this. Let’s see if we can 
get some other proposals. 

Chairman Sarbanes. Let me ask you about auditor rotation, if 
I could, or term-limited auditors, or however you want to describe 
it. Actually, we have received some interesting testimony, including 
from former chairmen of the SEC who have really advanced the 5 
or 7 year rotation for auditors. I would just be interested to get 
your quick reactions to that. 

Mr. Seidler. The Cohen Commission examined it and concluded 
considering economic and noneconomic costs and benefits, that the 
costs were greater than the benefits and said not to have rotation. 
On the other hand — that was 25 years ago. That was 25 years be- 
fore audit fees grew and before we had some cases that we had re- 
cently where we see the influence of the fee and the influence of 
a simple question — would you like to be the audit partner who lost 
the XYZ audit, getting greater and greater. 

The one factor in favor of rotation is, when the auditor says, no, 
you cannot do it, and risk giving up the fee, he’s not giving up this 
year’s fee, he’s giving up the stream of future fees. If there were 
auditor rotation, he would be giving up a finite stream of future 
fees, if it were a 5 year or 7 year rotation. 

I was silent on it because I could not come to a conclusion. But 
there is no question that if we did have rotation, that evil would 
be cut tremendously. On the other hand, changing auditors in- 
volves a lot of other evils, one of them being, as we discovered, 
most frauds occur in the early years of the audit. It does take a 
while to learn about the business. So it is almost a toss-up. 

Mr. O’Malley. I would say, I am 6 years out of doing audits, but 
I am still opposed to auditor rotation, Senator, and I think for good 
reason. One of the keys to being a good auditor and we heard this 
today, is looking at the whole business, understanding the whole 
business, the culture, the systems, the people, what is going on. 

To do that, you have to be in place for a period of time. I think 
the way to deal with this, and some companies already do that, 
they require the auditors to repropose regularly for the audit, to 
submit a proposal to be continued as auditors. Sometimes that is 
done in competition with other firms where they are reproposing 
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and other firms are proposing against them. I think it is the re- 
sponsibility of the audit committee to satisfy itself that you are get- 
ting the kind of service that you need and then deciding whether 
to go ahead. That decision to reappoint auditors should be taken 
very seriously. I think in my experience on audit committees, it 
was taken very seriously. I would be against rotation of auditors. 

Mr. Briloff. Mr. Chairman, at one time I was very much op- 
posed to the rotation of auditors for various reasons. But I am now 
very much in favor of it, particularly as we look upon these audit 
fiascoes, we all too frequently find the incestuous relationships that 
prevail. Namely, members of the auditing firm becoming CFO’s or 
importantly positioned as management people within the firm that 
had been the subject of the audit. So there is too much of that 
buddy system. We had it in Enron. I saw it in the CUC situation 
in Cendant. 

Therefore, I am in favor of the rotation now. And that brings to 
mind an observation made by Jack Seidman, one of the profession’s 
greats, who made it probably 35, 40 years ago, who referred to the 
fact that Mrs. Seidman was a most meticulous housekeeper. But he 
said, when she expects company to be coming, she is especially so. 
The house is even more effectively kept. 

[Laughter.] 

So it is that if a firm expects that they will be superceded 2 or 
3 years down the line, they try as much as they can to make sure 
that they are leaving with a clean slate. 

Chairman Sarbanes. Thank you. 

Mr. Longstreth. I would like to second the point that was just 
made. One way of thinking about it is that the centerpiece of such 
self-regulation as has existed has been the peer review, where one 
of the Big 5 reviews another Big 5’s audit. 

That has not been thought of as a great success in the sense that 
there has never been much of a problem found. That is because 
what goes around comes around. There are only five firms and it 
is not likely that, unless something terribly bad is found, that they 
are going to slam their colleagues. 

So the most effective peer review we could have would be a peer 
review that results basically from a new auditor coming in through 
rotation with the old auditor having a sure knowledge that a new 
auditor is coming in. I think the balance that Dr. Seidler put on 
this on the pros and cons leading him, I guess, to not making a 
clear decision in his own mind at this point is where I am, too. 

I think there are some powerful arguments to consider this now, 
given the growing risks that we face through nonaudit services. It 
is one possible solution anyway, to the problem of trying to limit 
nonaudit services that ought not to be limited because there is so 
much synergy involved in using the auditor. 

It deserves a lot of close study, but I am not in a position to come 
out one way or the other at this point. 

Chairman Sarbanes. Well, this has been an enormously helpful 
panel and we appreciate it very much. 

This hearing stands adjourned. 

[Whereupon, at 12:35 p.m., the hearing was adjourned.] 

[Prepared statements and additional material supplied for the 
record follow:] 
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Former Chairman, Price Waterhouse 
Past President, Financial Accounting Foundation 
March 6, 2002 

Thank you for inviting me to testify before the Committee about the important 
decisions facing the accounting profession, its regulators, and the Congress. 

I am Shaun O’Malley. I spent 36 years working in the accounting profession, the 
last 7 of those as Chairman of Price Waterhouse until my retirement in 1995. Since 
that time, I have served on various corporate and nonprofit boards and audit com- 
mittees. In 1998, I was asked to serve as Chairman of the Panel on Audit Effective- 
ness, which was appointed by the Public Oversight Board (POB) at the request of 
the Securities and Exchange Commission. The Panel was asked to conduct a com- 
prehensive review and evaluation of the way independent audits are conducted and 
to assess the effects of recent trends in auditing on the public interest. 

The Panel was formed in the wake of a number of high profile restatements, 
which were followed by massive declines in market values of the companies in- 
volved. Concerns were raised at that time about the overall reliability of financial 
statements and, in particular, about the role of auditors. On August 31, 2000, the 
Panel issued a report in which we made a number of significant recommendations 
aimed at improving audit quality. 1 I will address what I believe to be the Panel’s 
key recommendations later in my statement. 

The Enron debacle has been the catalyst for a reexamination of current methods 
of corporate reporting and audit oversight. While my testimony will focus primarily 
on the latter, I first want to comment on the specific issues highlighted by the 
Enron failure. 

Failures in the Corporate Reporting Safety Nets 

There exist numerous safety nets in the corporate reporting process — corporate 
management, the board of directors and audit committee, law firms, auditing firms, 
securities analysts, capital providers and intermediaries such as commercial and in- 
vestment banks, credit rating services, the Financial Accounting Standards Board, 
and the Securities and Exchange Commission. Most, if not all, seemed to have failed 
in the case of Enron. We need to examine what caused these shortcomings and de- 
cide how to remedy them. 

As far as I can tell from Congressional testimony and press coverage to date, the 
overriding cause of the Enron failure can best he identified as “systems break- 
downs.” Practically every element of our system of safeguards failed until it was too 
late to repair the damage. The list of breakdowns is a long one. It includes: 

• The apparent willingness of a number of Enron employees to set aside their re- 
sponsibilities and to manipulate the numbers, subvert control systems, and mask 
the true status of Enron’s financial condition and performance. 

• The apparent willingness of certain senior management personnel to promote off 
balance sheet activities for personal gain at the expense of the shareholders, em- 
ployees, and creditors. 

• The apparent failure of Enron’s Board of Directors and of its audit committee to 
understand what was happening inside the company; their corresponding will- 
ingness to accept, without more penetrating inquiries, management and auditors’ 
assurances that accounts were properly stated; and their willingness specifically 
to waive the company’s own ethics rules in order to permit some of the now-infa- 
mous off balance sheet transactions involving company insiders. 

• The apparent failure of the auditors to detect irregularities and/or their apparent 
willingness to support transactions and related accounting and disclosures that do 
not stand up to scrutiny. 

• The unexplained waiver by the SEC of important disclosure requirements for 
Enron on two occasions, and the Commission’s failure to review Enron’s financial 
statements for several years despite an announced step-up in annual report re- 
views and despite Enron’s huge growth and its position as one of the top 10 U.S. 
companies as measured by revenues. 

• The failure of the FASB and the SEC to promulgate timely accounting and disclo- 
sure requirements in the face of ever-changing and increasingly complex business 


1 The Panel on Audit Effectiveness, Report and Recommendations, August 31, 2000 {"Report”). 
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transactions, the growth in the use of derivatives, and the increased use of off 
balance sheet partnerships and special purpose entities. 

• The apparent affirmation of some of the special entity off balance sheet transac- 
tions by the attorneys retained by Enron’s chairman. 

• The financial analysts’ apparent failure to understand adequately Enron’s busi- 
ness, financial statements, and results, which led to their recommending the pur- 
chase of Enron stock virtually up to the moment of the company’s collapse. 

• The lenders’ apparent failure to gain an accurate picture of Enron’s true financial 
position and operating results, while extending large amounts of credit to the 
company. 

• The apparent failure of debt rating agencies to understand Enron’s precarious 
position until it was too late. 

In short, just about every element of our financial system’s safeguards failed for 
an extended period of time, often until the final collapse of the company. 

In light of this widespread breakdown of our systems of control and regulation, 
there is a need to address each element of the system with the goal of repairing 
what appears to be broken and strengthening controls, accountability, and responsi- 
bility. I will leave the task of repairing most of these elements to others and will 
restrict my recommendations to issues affecting the accounting profession and its 
governance and oversight. 

Role of the Accounting Profession 

Accurate financial reporting has long been viewed as the bedrock of strong capital 
markets. Investor confidence in the reliability of financial statements lowers the cost 
of capital and increases the effectiveness of the capital markets in allocating re- 
sources. Enhancing the effectiveness of audits is key to improving the reliability of 
financial statements. 

In this regard, the primary goal of the Panel on Audit Effectiveness, which I 
chaired, was to thoroughly review, evaluate, and recommend improvements to the 
way independent audits are performed and to assess the effects of recent trends in 
auditing on the public interest. The Panel was appointed in the fall of 1998 by the 
POB at the request of the SEC. It included retired and active leaders in the audit 
profession, two former SEC Commissioners, and a staff of experienced auditors. 2 
Pursuant to the SEC’s charge, the Panel undertook a detailed study of the effective- 
ness of audits, the impact of nonaudit services on auditor independence, and the 
adequacy of the auditing profession’s current governance system. 

Over a period of 2 years, the Panel’s investigation encompassed a wide range of 
activities. Its principal effort was its Quasi Peer Reviews, which were in-depth re- 
views of the quality of 126 audits of SEC registrants in 28 offices of the eight largest 
accounting firms. In addition to the engagement reviews, meetings with two focus 
groups were held in most of the 28 offices — one with senior accountants/auditors 
and the other with audit managers, most of whom work on audits of public compa- 
nies. This process also included in-depth interviews with the partner-in-charge of 
the office’s audit practice. Panel members attended most of the Quasi Peer Reviews, 
and the Panel staff planned and directed all of them. The Quasi Peer Reviews were 
a major source of the Panel’s findings and recommendations for improving the con- 
duct of audits. 

The Panel’s other activities included: 

• Focus group meetings with chief financial officers and controllers, internal audi- 
tors, peer reviewers, and representatives from the eight largest firms. 

• Regular meetings with the Office of Chief Accountant of the SEC throughout the 
Panel’s work to report progress. 

• A survey requesting opinions on issues of audit effectiveness, distributed to over 
500 selected individuals and organizations representing a very wide range of con- 
stituencies. 

• Public hearings in the early stages of the Panel’s work at which 21 organizations 
testified, including the SEC, auditors, financial statement preparers, analysts, 
plaintiffs’ and defendants’ attorneys, standard setters and educators. 

• Reviews of the eight largest firms’ audit methodologies, policies and procedures, 
manuals and other guidance materials, risk management information, profes- 
sional development activities, and policies and procedures for recruiting, evalu- 
ating, compensating, and promoting audit personnel. 

• Meetings with representatives of various private sector bodies involved in the 
governance of the profession. 


2 See September 28, 1998 letter from Lynn Turner, Chief Accountant of the SEC, to A.A. 
Sommer, Chairman of the Public Oversight Board, Report, Exhibit 1. 
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• Research, with the assistance of the SEC staff, into the causes and circumstances 
that led to recent SEC Accounting and Auditing Enforcement Releases. 

• Analysis of academic, professional, and regulatory literature on the effects of 
nonaudit services on auditor independence. 

• Studies of the profession’s current governance structure and analysis of alter- 
natives. 

• Collection of information on recent international initiatives to strengthen audit 
effectiveness on a global basis. 

• Further public hearings on the May 31, 2000 Exposure Draft of the Panel’s Report 
and Recommendations at which 18 organizations testified including the SEC, the 
auditors, the State boards of accountancy, professional organizations, standard 
setters, and educators. 

• Analysis of 42 comment letters received on the Exposure Draft. 

On August 31, 2000, the Panel issued its findings and recommendations, copies 
of which have been provided to each of you in advance of today’s testimony. 

The Panel concluded that “while many specific recommendations . . . for improve- 
ments in the conduct of audits and the governance of the profession” are necessary, 
“our report demonstrates that both the profession and the quality of its audits are 
fundamentally sound.” 3 This remains my opinion today, although the aforemen- 
tioned totality of breakdowns in the Enron situation underscores the need to accel- 
erate implementation of many of the Panel’s recommendations. 

Of the more than 250 pages of its report, the Panel spent three full chapters dis- 
cussing a host of recommendations targeted to furthering audit quality. Let me em- 
phasize that, at the end of the day, the goal of enhancing audit quality has to be 
the primary goal of both private and public sector responses to the problems that 
Enron and other recent failures highlight. It is a matter of concern to me that, in 
the context of audit reform, so little is being said in the media about how the var- 
ious proposed solutions will improve audit quality. Yet that is the issue upon which 
we must ultimately focus our attention if something positive is to come out of these 
unhappy events. 

The recommendations of the Panel, made prior to Enron’s collapse, bear some 
similarity to many of the proposals discussed in Congressional hearings over the 
last 2 months, as well as the proposal announced by the SEC. In my testimony, I 
will describe the thrust of the Panel’s recommendations in the context of three 
themes recurrent in post-Enron proposals for reform: (1) the need for improved 
audit quality; (2) the call for separation of audit and nonaudit functions; and (3) the 
proposals for change in the governance of the auditing profession. 

The Need for Improved Audit Quality 

Although the Panel found that an overwhelming majority of the 126 audits it 
studied were of a high caliber, the Panel also found significant room for improve- 
ment in the audit process. Indeed, the Panel made some 150 specific recommenda- 
tions toward furthering the quality and reliability of audits. I do not intend to dis- 
cuss each of these recommendations today, many of which pertain to the application 
of detailed auditing standards. However, I will discuss a number of areas in which 
I believe the Panel’s recommendations were most significant. 

New Audit Approach to Detecting Fraud — “Forensic-Type” Procedures 

The Panel found that the risk assessment and response process called for under 
existing Generally Accepted Auditing Standards (GAAS) 4 “falls short in effectively 
deterring fraud or significantly increasing the likelihood that the auditor will detect 
material fraud, largely because it fails to direct the auditing procedures specifically 
toward fraud detection.” 5 Rather, an auditor’s duty is to report fraud if it is discov- 
ered, 6 but not to search actively for it. Such a policy reflects the practical limitations 
on an auditor’s ability to investigate. The enormous cost inherent in uncovering the 


3 Letter from Shaun O’Malley to the POB and Other Interested Parties, preceding the Report. 

4 Beginning in 1948, the membership of the American Institute of Certified Public Accountants 
(AICPA) adopted 10 statements referred to as "Generally Accepted Auditing Standards” or 
GAAS. The Auditing Standards Board (ASB), a senior technical committee of the AICPA, has 
responsibility for interpreting GAAS through Statements on Auditing Standards (SAS’s). The 
SAS’s and the 10 GAAS statements are referred to collectively as Generally Accepted Auditing 
Standards. Report at 2.3. 

5 Report at 3.46. See SAS 82. 

6 An auditor also may have a legal obligation to report fraud to the audit committee and, ulti- 
mately, to the Commission under certain circumstances. See Section 10A, Securities Exchange 
Act of 1934, 15 U.S.C. 78j-l. 
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presence of fraud is rivalled only by an auditor’s lack of the means to do so (that 
is, the power to subpoena). 

The Panel concluded, with respect to the matter of fraud detection, that a very 
dramatic shift in auditors’ approach to their audits is not only possible, but also nec- 
essary. Thus, the Panel recommended that GAAS require auditors, in planning and 
performing certain phases of their examinations, to suspend the neutrality of their 
professional skepticism and presume the possibility of dishonesty at various levels 
of management, including the possibility of collusion . 7 The Panel further rec- 
ommended a number of specific forensic measures that should be taken during any 
audit, with the principal objective of detecting material financial statement fraud . 8 
The Panel believed that this new approach to audits would not only help to discover 
material fraud before its effects are felt by the market, but would also more likely 
deter fraud from occurring in the first place. 

It is important to note that, even in the event that the Panel’s recommendation 
is adopted, an auditor’s ability to investigate fraud will always be limited. Auditors 
do not possess the power to subpoena documents or testimony, nor are auditors 
trained experts in the identification of falsified documents. Moreover, clients will not 
pay auditors for the enormous labor and resources inherent in even the simplest 
SEC-style investigation. That said, it was the opinion of the Panel that the rec- 
ommended approach would have a significant impact on the profession’s ability to 
safeguard our markets from fraud. 

In this connection, last week, the Auditing Standards Board issued an Exposure 
Draft which would, if adopted, replace the current audit standard relating to fraud. 
I am reviewing the proposal to determine whether it will accomplish what the Panel 
sought to achieve in its recommendations in this area. 

Adopt Clearer and More Specific Audit Standards 

All auditors are required to perform audits in accordance with GAAS promulgated 
by the Auditing Standards Board (ASB) of the AICPA. The SEC historically has 
accepted GAAS as necessary and sufficient to comply with the requirements of the 
securities laws that call for independent audits of financial statements. 

The Panel noted that the guidance given to auditors in the Statements of Audit- 
ing Standards (SAS’s) issued by the ASB lacks imperatives that compel auditors to 
take definitive steps in specified circumstances. For example, in some cases an SAS 
may indicate what an auditor “should” do, while in other cases a SAS might only 
indicate what an auditor “should consider,” allowing significant latitude for the ex- 
ercise of judgment based on the circumstances of the engagement and on the audi- 
tor’s assessment of risk and materiality. The Panel believed that auditing standards 
must provide both reasonable and measurable benchmarks for performance by audi- 
tors . 9 Therefore, the Panel urged the ASB to modify, to amend, or to improve its 
standards by making them more specific and definitive. 

The Panel also noted that the ASB and its staff issue audit standards and guid- 
ance in various, sometimes conflicting forms — that is, standards, interpretations, 
audit guides, auditing practice releases, statements of position — without estab- 
lishing a hierarchy of authority to guide in their application . 10 Without such a hier- 
archy, auditors find themselves searching for a rule among competing guidelines 
issued by any number of committees and subcommittees. In response to this prob- 
lem, the Panel recommended that the ASB define a hierarchy of GAAS and collect 
existing guidance in a readily accessible source . 11 The ASB has since issued an SAS 
covering the hierarchy of GAAS. 

Require Auditors to Obtain a Deeper Understanding of the Issuer’s Business 
and Related Internal Controls 

The Panel recommended that auditing standards “require auditors to possess a 
far deeper understanding of the entity’s business processes, risks, and controls” than 
is currently called for under GAAS . 12 This is particularly important, given that to- 
day’s businesses are far more complex, often technology-based, and global in scope 
than ever before. 


7 Report at 3.51. 

s Id. 

9 Standards need to be reasonable in that they should not force auditors to adhere to rules 
that do not take into account the myriad of circumstances that may exist on audits. To serve 
as effective measures of the quality of performance, however, auditing standards need to provide 
clear, concise, and definitive imperatives for auditors to follow. 

10 Report at 2.220-222. 

11 Report at 2.232. 

12 Report at 2.26. 
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In order to plan and conduct an effective audit, an auditor must have a full under- 
standing of an issuer’s business and internal controls , 13 particularly its information 
systems. An understanding of the internal controls of an issuer helps an auditor to 
determine how an issuer’s financial reporting might go awry. The Panel found that, 
although auditors generally investigate issuers’ internal controls, auditors do so 
with neither the necessary depth nor the requisite specificity of guidance from the 
ASB. The Panel therefore recommended that the ASB provide more specific guid- 
ance on the required depth of auditor knowledge and understanding about internal 
controls, as well as the nature and extent of testing of controls . 14 The Panel also 
recommended that audit firms “place a high priority on enhancing the overall effec- 
tiveness of auditors’ work on internal controls, particularly with respect to the depth 
and substance of their knowledge about companies’ information systems .” 15 The Re- 
port noted a number of areas to be addressed by audit firms, including professional 
development and the increasing need for auditors to have a higher level of tech- 
nology skills and far more effective participation in audits by information systems 
specialists . 16 

Risk Assessments and Designing Substantive Audit Tests 

GAAS includes an audit risk model that requires auditors to use their judgment 
in assessing risks, selecting an audit approach, and deciding what tests to per- 
form . 17 The model allows an auditor to take a variety of circumstances into account 
in selecting the audit approach for a particular engagement, including the auditor’s 
understanding of the entity’s business and industry and the entity’s system of inter- 
nal controls . 18 

For example, if an issuer’s internal control over sales and accounts receivable is 
strong, the auditor might confirm only a limited number of accounts receivable at 
an interim date and rely in part on the company’s internal controls and certain 
other tests for updating the accounts to year-end. Conversely, if a company’s inter- 
nal controls are not strong, the auditor might confirm a larger number of accounts 
receivable and do so at year-end. 

The Panel believed that professional standards, guidance, and practices with re- 
spect to assessing inherent risk need to be strengthened given GAAS’s increased 
emphasis on inherent risk assessments in determining the nature, timing, and ex- 
tent of audit tests. In addition, because the assessment of inherent risk is such a 
crucial element of an audit, the Panel recommended that the engagement partner 
be involved in making the inherent risk assessment . 19 Finally, the Panel encouraged 
audit firms to review their policies and procedures with respect to linking the risk 
assessment to the actual nature, timing, and extent of tests performed during 
the audit. 

Top Management of Accounting Firms Must Emphasize the Importance of Quality 
Audits, Including with Respect to Compensation and Advancement Decisions 

The Panel found that messages from accounting firm management to audit per- 
sonnel do not stress often enough the importance of quality audit work, either in 
terms of the work’s importance to the firm or its role in protecting the interests of 
the investing public . 20 Indeed, the Panel’s focus groups strongly indicated that the 
audit is commonly regarded by the audit firm personnel foremost as a commodity, 
and one of little value standing alone . 21 As a result, the Panel recommended that 
top management of accounting firms emphasize to all audit personnel the impor- 
tance, both to the firm and to the public, of performing quality audits. According 
to the Panel, “[t]he message should be a positive, constructive message that is re- 


13 Internal control is “a process — effected by an entity’s board of directors, management, and 
other personnel — designed to provide reasonable assurance regarding the achievement of objec- 
tives in the following categories: (a) reliability of financial reporting, (b) effectiveness and effi- 
ciency of operations, and (c) compliance with applicable laws and regulations.” SAS No. 78, cited 
at Report at 2.50. Controls that are relevant to an audit are those that pertain to or impact 
the entity’s preparation of financial statements for external purposes. 

14 Report at 2.77. 

15 Report at 2.78. 

1 e Id. 

17 In order to determine the depth of testing necessary for a particular item on an issuer’s 
financial report, an auditor must first assess the risk that the item is misstated. For example, 
complex transactions are more easily misstated than simple ones; an auditor will, therefore, 
assess a complex transaction to be high risk and test that transaction more thoroughly than 
others. 

18 Report at 2.7. 

19 Report at 2.49. 

20 Report at 4.3. 

21 Report at 4.4. 
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freshed frequently so it commands attention, rather than becoming a tired slogan 
that is ignored.” 22 

In addition, audit firms should ingrain “the importance of the role and responsi- 
bility of audit professionals, as well as the concepts of integrity and objectivity, inde- 
pendence, professional skepticism and accountability to the public” at the earliest 
stages of an employee’s training. 23 Furthermore, throughout an employee’s tenure, 
the performance of quality audits should be applauded and publicized, especially in 
situations where auditors take difficult stands on earnings management issues, 
issues involving possible fraud, or contentious accounting issues. In short, the Panel 
recommended a top-to-bottom reaffirmation within audit firms of their public duties 
as auditors. 

Similarly, the Panel also recommended that audit firms “ensure that performing 
high quality audits is appropriately recognized as the highest priority in perform- 
ance evaluations and in compensation, promotion, and retention decisions for all 
personnel.” 24 The Panel recommended that performance and compensation meas- 
ures should focus on such matters as: (1) the depth of understanding of the client’s 
business, (2) responsiveness to unexpected conditions encountered in an audit, (3) 
professional skepticism and persistence, and (4) knowledge of accounting standards 
and principles. 25 By emphasizing quality audits in compensation and advancement 
decisions, the Panel reasoned, the quality of audits will inevitably increase. 

Enhanced Communication with Audit Committees 

There are several auditing standards that govern independent auditors’ commu- 
nications with audit committees. In general, the standards require that auditors in- 
form audit committees about significant accounting policies and their application, 
management judgments and the process used in formulating particularly sensitive 
accounting estimates, significant audit adjustments, disagreements with manage- 
ment, consultation by management with other accountants, major issues discussed 
with management prior to being retained, and difficulties encountered in performing 
the audit. 26 In addition, two new standards regarding auditor’s communications to 
audit committees were recently issued. The first requires auditors to communicate 
uncorrected misstatements, the effects of which management believes are immate- 
rial. The second requires auditors to discuss their judgments about the quality, not 
just the acceptability, of the entity’s accounting principles and the estimates under- 
lying the financial statements. 27 

Notwithstanding these requirements, the Panel advocated that stronger relation- 
ships be established between auditors and the boards of directors and their audit 
committees that recognize that auditors are ultimately accountable to the board of 
directors and the audit committee as representatives of the shareholders. 28 The 
Panel further recommended the development of explicit mutual expectations of the 
board and audit committee, management, and the auditors as an essential first step 
in the process of developing a stronger relationship among these parties. 29 Finally, 
the Panel recommended that the auditor and company management advise the 
audit committee of the company’s plans to hire any of the audit firm’s personnel into 
high-level positions. On this last point, I personally believe the audit committee 
should be tasked with approving the hiring of any audit firm personnel above a cer- 
tain level who worked on the company’s audit. 

Auditor Independence/Scope of Services 

As the Panel’s Report stated, “Independence is fundamental to the reliability of 
auditors’ reports. Those reports would not be credible, and investors and creditors 
would have little confidence in them, if auditors were not independent in both fact 
and appearance.” 30 The Panel noted that the effect of providing nonaudit services 
on auditor objectivity has long been an area of concern. We, therefore, focused spe- 
cific attention on this issue. A full discussion of auditor independence is contained 
in Chapter 5 of the Panel’s Report. 

As an initial matter, let me state that the Panel fully supported the role of the 
Independence Standards Board (ISB), a body constituted by the joint effort of SEC 
and the accounting profession. The work of the ISB resulted in a clear definition 


22 Report at 4.5. 

23 Id. 

24 Report at 4.21. 

25 Id. 

26 Report at 2.205. 

27 Report at 2.205. 

28 Report at 2.216. 

29 Id. 

30 Report at 5.1. 
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of auditor independence, a comprehensive inventory of the potential threats to inde- 
pendence, and a listing of the ways such threats could be eliminated or satisfactorily 
mitigated. Most importantly, out of this work came a methodology for addressing 
independence issues based on a conceptual framework, not simply upon a set of 
wooden rules. 

To the dismay of many in and out of the profession, the ISB was effectively termi- 
nated by the SEC’s rulemaking initiative in 2000 — the outcome of which was an es- 
sentially pragmatic, but incomplete resolution, which lacked a conceptual framework 
for addressing independence issues. I would very much like to see the restoration 
of ISB’s conceptual framework and methodology so that emerging independence 
issues can be addressed and guidance developed promptly and consistently. 

The SEC’s November 2000 rule prohibits the provision of many nonaudit services 
to audit clients. However, two important services were not adequately addressed in 
the rule. These services constitute a significant part of the nonaudit services being 
performed by audit firms: (1) financial information systems design and implemen- 
tation, and (2) internal audit outsourcing. Engagements to design and implement 
financial information systems often involve large numbers of professionals, last 2 to 
3 years in duration, and generate substantial fees. Internal audit outsourcing refers 
to a company hiring its auditor for the purpose of conducting an internal audit. 

All five major firms now have agreed to the proscription of such services to audit 
clients, and the AICPA also has supported that position with respect to public com- 
panies. The net result of the combined action of the SEC and the elimination of the 
two services I have described takes substantial amounts of the so-called “consulting” 
dollars off of the accounting firms’ table and greatly reduces the magnitude of the 
nonaudit services issue. 

In light of concerns that had been raised in prior years regarding the effects of 
these types of services on auditor independence, the Panel on Audit Effectiveness 
included in its review a study of engagements relating to issuers who received both 
audit and nonaudit related services from the auditing firm. And of the 126 public 
related audit engagements studied, the Panel identified 37 engagements in which 
services other than audit and tax had been provided. 

As stated in the Report, the Panel’s reviewers did not identify any instances in 
which providing nonaudit services had a negative effect on audit effectiveness. 31 To 
the contrary, the Panel found, “[Oln roughly a quarter of such engagements, the re- 
viewers concluded that such services had a positive impact on the effectiveness of 
the audit.” 32 The additional knowledge of the company’s business and the skill sets 
enhanced by the performance of nonaudit services actually assisted the work of the 
audit team. 

However, based on an independent survey and public hearings, we found that 
many people continue to be concerned “that the performance of nonaudit services 
could impair independence or that there is at least an appearance of the potential 
for impairment.” 33 

Thus, the Panel did not reach unanimity with regard to a recommendation in this 
area. Rather, the Panel published a statement in support of an exclusionary ban on 
nonaudit services to audit clients, as well as a statement against such a ban. 

The Panel did agree on the importance of the independence issue, and, therefore, 
made a number of recommendations in furtherance of the need for close monitoring 
of proposed nonaudit services. Among these recommendations, the Panel provided 
“guiding principles” to be considered by audit committees in contemplating whether 
to hire the company’s auditor to provide certain nonaudit services. 34 According to 
the SEC’s November 2000 rule on independence, the Panel’s guiding principles 
“represent a thoughtful and appropriate approach to these issues by audit commit- 
tees, and [the SEC] encouragefdl audit committees to consider the Panel’s rec- 
ommendations.” 35 

It is my own opinion that the profession’s decision to forego financial information 
systems design and implementation and internal audit outsourcing services to audit 
clients is correct. Despite the lack of evidence that these services, in fact, erode the 
independence of auditors, the evidence is strong that such services are perceived as 


31 Report at 5.18. 

32 Id. 

33 Report at 5.20. 

34 Report at 5.29. The Panel recommended that, in determining the appropriateness of a par- 
ticular service, one guiding principle should be whether the service facilitates the performance 
of the audit, improves the client’s financial reporting process, or is otherwise in the public inter- 
est. Id. 

35 17 CFR 210, at 24. 
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a threat to independence. Furthermore, both services should typically be performed 
by the management of an issuer, not by its auditors. 

With respect to other nonaudit services, I believe the conceptual framework that 
was under development by the ISB as the underlying rationale for independence 
standards — that the ISB would develop as necessary — would have provided a mean- 
ingful and proper way to distinguish which services should be allowed and which 
not. Whether the ISB’s framework were to be applied by one of the audit profes- 
sion’s self-regulatory organizations or by a regulatory organization yet to be formed 
is less important than the need for some type of framework that will identify inde- 
pendence threats and provide guidance on appropriate safeguards in areas where 
acceptable practice is unclear or existing practice should be improved. Furthermore, 
it is my opinion that audit committees should take it upon themselves to review 
each nonaudit engagement with the company’s auditor pursuant to the ISB’s stand- 
ards and the guiding principles set forth in the Panel’s Report. 

However, a rule banning all nonaudit services to audit clients would throw out 
the baby with the bath water, while failing to increase the level of auditor inde- 
pendence. Indeed, in light of the Panel’s findings of the importance of an auditor’s 
knowledge of the company and the importance of the auditor possessing related in- 
formation technology skills, I believe banning all nonaudit services for audit clients 
could hinder audit effectiveness. 

A Change in Governance of the Audit Profession 

The accounting profession’s combination of public oversight and voluntary self- 
regulation is extensive and overlapping, and yet in certain respects, insufficient to 
accomplish the goals of monitoring the activities of the profession, providing discipli- 
nary action where appropriate, and establishing ethical standards and rules that 
will lead to enhanced public confidence in the profession. A veritable alphabet soup 
of organizations provides governance for the profession, a summary of which ap- 
pears in Appendix C of the Panel’s Report. Yet despite this extensive network of 
oversight (and, indeed, in part because of it), the Panel concluded that the profes- 
sion’s self-regulatory system suffers from certain limitations, some of which may be 
inherent in a voluntary system. 36 

Specifically, the Panel found that the current system of governance: (1) lacks suffi- 
cient public representation; (2) suffers from divergent views among its members on 
what should be the profession’s priorities; (3) implements a disciplinary system that 
is slow and ineffective; (4) lacks efficient communication among its various entities 
and with the SEC; and (5) lacks unified leadership and oversight. 37 

In light of these significant shortcomings, the Panel recommended that there be 
a strengthened, unifying oversight body to help ensure the effective working of the 
governance system. In the Panel’s opinion, the experience and the expertise of the 
independent POB would serve as a sound foundation for such an organization. We 
believed that, pursuant to a new charter, an expanded POB could aggressively over- 
see the profession’s standard setting, monitoring, disciplinary, and special review 
functions. The POB would, therefore, serve as the oversight body to whom the SEC, 
the State boards of accountancy, the auditing profession, and the public would look 
for leadership. 

Under the Panel’s proposal, the POB would have the sole authority to determine 
the profession’s financial obligations to the POB and the sole authority to determine 
its expenditures. The POB would also approve of the appointment of the chairs of 
various self-regulatory bodies (such as the ASB, which would continue to establish 
auditing standards) and approve all other appointments to such bodies; evaluate 
whether the funding of those bodies is sufficient for them to meet their mandates; 
and oversee the evaluation, compensation, hiring, and promotion of many of the en- 
tities’ employees. The Panel also recommended the creation of a coordinating task 
force, composed of the chairs of each body within the POB’s oversight, that would 
be responsible for sharing information related to each body’s activities. 38 

Although membership of the POB already consists primarily of nonaccountants, 
the Panel recommended that members be term-limited and nominated by a com- 
mittee comprised of members of public and of private institutions that are most 
concerned with the quality of audits and financial reporting. Members of these same 
constituencies would also comprise an advisory council to advise the POB on issues 
related to audit quality and financial reporting matters. And finally, the Panel rec- 
ommended that the POB be given the authority to commission special reviews re- 


36 Report at 6.15. 

37 Report at 6.15. 

38 Report at 6.23-25. 
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lated to significant professional matters that affect the public’s confidence in the 
audit profession. 

I believe that a strengthened POB would have served the interests this Com- 
mittee seeks to protect. Unfortunately, the POB has all but disbanded. There are, 
however, many similarities between the Panel’s proposal and those being discussed 
by the SEC and the Congress. In theory, I am in favor of the creation of an organi- 
zation to oversee the accounting profession, whether it is created by regulation or 
by legislation. If carefully structured to ensure effective oversight, disciplinary pro- 
ceedings, and rulemaking in an unpoliticized environment, such an organization 
could serve the same purpose we had in mind for an expanded POB. 

There are important considerations, however, in structuring a new entity to carry 
out these responsibilities: 

First, it must be decided whether the new organization will assume an oversight 
role similar to that proposed by the Panel, or whether it will assume some or all 
of the responsibilities of existing self-regulatory bodies. With regard to the latter 
possibility, the Committee may wish to consider the following: 

• One advantage in having Congress establish a new organization to assume the 
peer review, investigatory, and disciplinary functions of the profession is that 
Congress can provide statutory confidentiality protection for the materials, inter- 
views, and findings developed as part of the organization’s review and/or discipli- 
nary processes. These processes in the past have been hampered by distrust and 
by concerns that the materials developed were not protected. Providing confiden- 
tiality will expedite and vastly improve the review, investigatory, and disciplinary 
processes. 

• The ASB should remain the appropriate entity for establishing auditing stand- 
ards, but I believe that an expanded POB — or if Congress determines, a new orga- 
nization — should oversee the ASB’s activities to the extent of appointing its chair 
and approving appointments of the remainder of the ASB and regularly evalu- 
ating its performance. This type of oversight could help assure that the ASB con- 
tinually reexamines and timely addresses auditing issues that arise in the review 
and disciplinary activities conducted by the new oversight entity. 

• The proposed new organization should not have the power to set, or even influ- 
ence, the issuance of accounting standards. FASB today is beset with political 
pressure that directly hampers efficiency and, in some cases, the substance of the 
standard setting process. However, FASB, in my view, remains the right entity 
for determining accounting standards. The most important step Congress can take 
in improving accounting standards is to ensure that FASB is adequately funded 
and free from undue political influence. 

Second, a new organization must remain independent from the profession, while 
remaining cognizant of current issues and trends affecting the profession. Congress 
or the principal regulator should determine an appropriate ratio of members from 
the profession versus public members. Moreover, the organization’s funding should 
not he, in fact or appearance, reliant on the profession. 

Third, the Congress should work hard to ensure that the oversight organization 
is sufficiently staffed and funded to carry out its sizable mandate. Already, the SEC 
struggles to keep up with its oversight responsibilities. If a new organization as- 
sumes the review responsibilities currently undertaken as part of the industry’s 
peer review system, it will have to do the job that now is done by many hundreds 
of experienced employees, managers, and partners assigned by their firms to con- 
duct peer reviews. It will be extremely difficult, if not impossible, as well as costly 
for a new organization to hire, train, and supply the hundreds of experienced staff 
that will be necessary to conduct reviews of the entire public audit profession. 

Fourth and finally, I am aware of various efforts at the State level in the wake 
of Enron’s collapse to provide greater substantive regulation of auditors. Congress 
should take steps to ensure that national accounting firms are subject to a clear and 
consistent set of regulations and do not find themselves guided by multiple, poten- 
tially conflicting, sets of rules. Such a system not only would be costly for accounting 
firms, but also it might actually create, rather than close, holes in audit oversight 
and could harm the efficiency of the capital markets. 

Mandatory Rotation 

Let me comment briefly on one recent proposal that I do not support. 

There have been recent suggestions that audit effectiveness would improve by 
forcing issuers to change auditors every few years. I believe such a requirement 
would undermine audit effectiveness. The findings of the Panel reinforced the com- 
monly-held understanding that audit effectiveness increases proportionately with an 
auditor’s familiarity with an issuer’s business, its inherent risk factors, and its 
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internal controls. In light of the growing complexity of today’s business operations — 
in terms of technology, business processes, financial control procedures, and 
globalization — such knowledge, accumulated over time by members of the audit 
team, is critical to effective auditing. 

The empirical evidence supports this notion. A study conducted by the AICPA into 
over 400 cases of alleged audit failure between 1979 and 1991 indicated that the 
alleged failures occurred almost three times as often when the auditor was per- 
forming his first or his second audit of the company. And similarly, the 1987 
Treadway Commission’s review of fraud-related cases revealed that a “significant 
number involved companies that had recently changed their independent public ac- 
countants. . . .” 

I know there have been a number of failures, as well, where the company’s audi- 
tors had been on the scene for many years. But logic simply tells you — and the rec- 
ommendations of our Panel support this — that knowledge of and experience with the 
audit client’s business, internal controls, and culture form the basis for an effective 
audit. I firmly believe that mandatory rotation would introduce inefficiencies and 
greater costs and, in the end, would diminish, rather than enhance, audit quality. 

Conclusion 

Our capital markets are not broken. They may have been bent, but they are won- 
derfully resilient and have stood the test of time. I believe that much can and 
should be done by the accounting profession itself to improve audit effectiveness. I 
also believe that much can and should be done by other professionals and entities 
that comprise the safety nets that combine to build confidence in our capital mar- 
kets and protect the investing public. And I believe that the Congress certainly can 
play a constructive role in holding the type of hearings that have been undertaken 
by this Committee and, if necessary when all of the facts are gathered, by crafting 
legislation in the public interest. I do want to urge caution in whatever legislative 
proposals are advanced, because I fear that a hastily crafted package could poten- 
tially harm, rather than help, the cause of audit reform. 

I appreciate the opportunity to give you my views, and, going forward, I will be 
pleased to assist this committee in whatever manner would be most helpful. 


PREPARED STATEMENT OF LEE J. SEIDLER 

Deputy Chairman of the 1978 AICPA 
Commission on Auditors’ Responsibilities 
Managing Director Emeritus, Bear Stearns 
March 6, 2002 

Mr. Chairman, I thank you for your invitation to participate in these hearings. 
I served as the Deputy Chairman of the Commission on Auditors’ Responsibilities, 
in charge of the day-to-day operations of the Commission and its staff and, with 
Douglas Carmichael was the principal writer and editor of the Commission’s Report. 
And this group was more commonly known as “The Cohen Commission” after its 
Chairman Manuel F. Cohen. “Manny” unfortunately died in June 1977, shortly after 
the Commission 1 issued its Report of Tentative Conclusions. Thus, the largely un- 
changed final Report, Conclusions, and Recommendations of the Cohen Commission 
reflects the former SEC Chairman’s lifelong commitment to the public interest and 
to improving the functioning of American securities markets. 

The Commission was appointed by the American Institute of Certified Public Ac- 
countants (AICPA) to: 

Develop conclusions and recommendations regarding the appropriate re- 
sponsibilities of independent auditors. It should consider whether a gap 
may exist between what the public expects or needs and what auditors can 
and should reasonably expect to accomplish. If such a gap does exist, it 
needs to be explored to determine how the disparity can be resolved. 2 

The seven-member Commission was drawn from the accounting profession, indus- 
try, financial services and academe. It met monthly for 66 meeting days between 
1974 and 1978. The Commission conducted 26 separate research projects and sur- 


1 To avoid confusion in this testimony, I will refer to the Commission on Auditors’ Responsi- 
bilities as the “Commission” or the “Cohen Commission” and to the Securities and Exchange 
Commission as the “SEC.” 

2 Report, Conclusions, and Recommendations at xi. Hereinafter “Report.” 
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veys and held a variety of conferences and interviews with members of Government, 
the accounting and the legal professions in the United States and Canada, stock 
exchanges and others. After the Report of Tentative Conclusions was issued, the 
members of the Commission and the staff participated in seminars and made pres- 
entations of the Commission’s positions to more than 60 meetings of professional 
and business organizations. The AICPA and the State societies of CPA’s conducted 
123 member forums. 

The final Report, Conclusion, and Recommendations, 195 pages and approxi- 
mately 100,000 words, was fully and unanimously agreed to by all the members of 
the Commission. That there were no dissents was due to the cordial working rela- 
tionship between the members, the excellent work of the highly qualified, conscien- 
tious staff and to Manny Cohen’s belief that to be effective we had to be unanimous. 
We were unanimous, but not necessarily effective. Most of our important rec- 
ommendations were never acted upon. 

Although at times the administration of the AICPA disagreed with many of the 
conclusions that the Commission was reaching, the Commission received all the 
resources and the full cooperation it required from the AICPA. 

Conclusions: The Expectation Gap Exists 

The fundamental conclusion of the Commission was summarized as: 

The charge suggests the possibility that a gap exists between the per- 
formance of auditors and the expectations of the users of financial state- 
ments. . . . The Commission concludes that such a gap does exist. How- 
ever, principal responsibility does not appear to lie with the users of finan- 
cial statements. 

In general, users appear to have reasonable expectations of the abilities 
of auditors and of the assurances they can give. 

The burden of narrowing the gap . . . falls primarily on auditors and 
other parties. 3 

If a “gap” existed in 1978, it is a chasm in 2001. In a comment that sadly fore- 
shadowed the current furor generated by disclosures about Enron, the Commission 
noted: 

The public accounting profession has failed to react and evolve rapidly 
enough to keep pace with the speed of change in the American business 
environment. 4 

As might be expected, until preparing for this testimony I have not reread the 
Commission’s Report for many years. I am pleased to say that in most respects the 
analyses, conclusions, and recommendations in the Report remain valid. I believe 
that had some of our most critical recommendations been adopted, many of today’s 
issues would not have arisen. 

In the following testimony, I will emphasize those recommendations of the Com- 
mission, still not adopted by authoritative bodies, that would help close today’s 
chasm and speed the evolution of the accounting profession. In addition, I will 
present several of my own recommendations in areas that were addressed by the 
Commission, but which today appear to require stronger medicine than was pre- 
scribed by the Commission in 1978. The passage of a quarter century (and the dif- 
ficulty of finding them) has prevented me from reviewing these recommendations 
with other Commission members. While here I speak only for myself, I believe that 
my fellow Commission members would agree that changed conditions, the increased 
complexity of business transactions and the deterioration of many aspects of the ac- 
counting profession warrant these more stringent measures. 

I hope the actions proposed here will receive early consideration by the Com- 
mittee. The impacts of Enron, in isolation, while costly to Enron shareholders and 
devastating to employees’ retirement plans, would have had no significant effects on 
markets or the economy. However, the realization that some other companies use 
the accounting techniques employed by Enron has already had a short-term impact 
on market volatility. The validity of the financial reporting of many companies, 
supposedly in accord with Generally Accepted Accounting Principles (GAAP) and au- 
dited by independent accountants, is daily questioned by investors and analysts. 

In the 1970’s, I was the first brokerage analyst to make a specialty of dissecting 
and challenging the financial reporting of public companies. The then lax accounting 
rules in franchising, leasing and revenue recognition provided me with easy targets. 
Many others later followed me into that specialty. I suspect that Enron heralds a 


3 Report at xii. 

4 Report at xii. 
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revival of “accounting analysis.” There is nothing inappropriate about such scrutiny, 
indeed, it increases market efficiency. However, unless investors perceive that effec- 
tive action is being taken to remedy these apparently widespread deficiencies and 
to reduce the frequency of accounting surprises, confidence in the existence of a “fair 
game” in the market may suffer. 

Outline of Proposed Actions 

In the following testimony I will suggest a series of actions to be taken which can 
be implemented through legislation or regulation. With the exception of those di- 
rectly related to the proposed statutory self-regulatory organization (SRO) and the 
audit requirement for quarterly reports, they could also be implemented by existing 
private organizations: The Auditing Standards Board of the AICPA, the FASB, or 
the Public Oversight Board. 

Increase the Budget of the SEC 

However, allow me to first present a call to this Committee. The Securities and 
Exchange Commission, SEC, has been a critical and effective force for improvement 
in financial reporting and in the overall functioning of American capital markets. 
Notwithstanding impression created by the Enron debacle, the United States has 
the best and most comprehensive financial reporting in the world. Much, perhaps 
most, of the credit for our system must go to the effective work of the SEC. The 
proposals I am making will add even more to its responsibilities. The SEC’s budget 
is miniscule, compared to the rest of the Federal budget and, more important, to 
the values in the capital markets it oversees. I urge the Committee to take action 
to significantly increase the SEC’s budget to allow it to continue to protect our cap- 
ital markets. 

My proposals are: 

• Enact legislation establishing a statutory self-regulatory organization (SRO) with 
the NASD as a model and, under the direction of the SEC, responsible for finan- 
cial reporting standards and regulation. 

• Move the AICPA’s standard setting and regulatory operations out of the Institute 
and into the new SRO. 

• Make the Financial Accounting Standards Board an integral element of the Fi- 
nancial Reporting SRO. 

• Replace the present peer reviews of accounting firms by accounting firms with 
examiners from the SRO staff. 

• To reduce the potential corrupting influence of consulting fees, prohibit the per- 
formance of nontraditional consulting for audit clients of public companies. 5 

• Require Forms 10-Q and published interim financial statements to be audited as 
part of a continuing audit process. 

• Require audit committee approval to hire former auditors. 

• Require auditors to evaluate the financial statements as a whole. 

• Require “preferable” rather than “acceptable” to be the standard in the selection 
and application of accounting principles. 

• Require companies to record all clearly correct adjusting entries proposed by audi- 
tors, regardless of materiality. 

The Commission also addressed significant deficiencies in the education and pro- 
fessional preparation of independent auditors. In retrospect, these recommendations, 
still not implemented, were among the most important made by the Commission for, 
as discussed below, in the quarter century since they were made the accounting 
profession has lost a great part of its professionalism. The recommendations are: 

• Establish graduate professional schools of accounting. 

• Reduce the schism between academic and practicing accountants. 

A Model for Self-Regulation of Financial Reporting 

The Cohen Commission studied then current efforts by individual firms and by 
professional organizations to establish quality control policies and procedures to en- 
courage compliance with professional standards. It concluded: 

The Commission believes that the oversight of professional practice 
should remain within the profession and that the concept of individual 
firms’ having responsibility for the quality of their own practice should be 
retained. 6 


5 For brevity the term “public companies” is used to denote those entities whose securities are 
publicly-traded. 

6 Report at 145. 
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The Commission recommended a number of further steps, including peer review. 
The recommendation for public presentation of peer review results in a “long form” 
report has been mostly adopted. 7 Reports of peer reviews and the related letters of 
comment are now available on the Internet but they provide little specific detail. 
For example, when deficiencies are noted, the letters do not indicate which offices 
were involved. 

The Commission’s recommendation that disciplinary action not be postponed until 
all litigation was ended 8 has been implemented to a limited extent. The Quality 
Control Inquiry Committee (QCIC) of the SEC’s Practice Section of the AICPA 
(SECPS) now investigates substandard audits quickly but the results are reported 
only to the Public Oversight Board (POB) and the SEC; they are not made public. 
And of the Commission’s most important recommendations, only those asking for 
greater auditor concern with detecting fraud have been adopted, albeit gradually. 

The Commission also studied the sanctions that could and were being imposed on 
individuals and firms for performance or conduct that violated professional stand- 
ards. It is not unfair to say that the Commission was disappointed by the then cur- 
rent situation (which does not appear to have changed significantly). It noted: 

Failure to Address Significant Problems. With a few exceptions, individ- 
uals appear to be penalized only for infractions which involve advertising 
(no longer forbidden) or client solicitation and felony convictions related to 
the preparation of false tax returns. While not unimportant, those are not 
major problems facing the profession today. The major problem is sub- 
standard performance. 9 

However, after suggesting a number of areas for improvement it was concluded, 
unfortunately incorrectly, that more progress would be made. With this optimistic 
outlook, the Commission noted: 

An organization could be established within the profession that would 
have the ability to penalize firms for substandard performance. Such orga- 
nizations do exist in other areas, for example, the National Association of 
Securities Dealers. . . . We do not see any promise that the creation of a 
regulatory body as described above would be a significant improvement on 
the present mixture of private and public regulation. 10 

I now believe that this conclusion, with which I agreed earlier, was wrong. Sub- 
standard performance does not appear to have been reduced or curtailed. Indeed, 
some recent cases are in many respects more egregious than any reviewed by the 
Cohen Commission. 11 I do not like to rely excessively on evidence from one case, 
but the actions of a major firm, as disclosed in the recent SEC release on Arthur 
Andersen and Waste Management, strongly suggest that the problems are deeper 
than any of those contemplated by the Cohen Commission. 

The following excerpt from an SEC release on Arthur Andersen and Waste Man- 
agement summarizes the essence of that case. 

As alleged in the Commission’s complaint or found in its related adminis- 
trative order: In each of the years 1992 through 1996, the Andersen engage- 
ment team identified a variety of improper accounting practices that caused 
Waste Management’s operating and income tax expenses to be understated 
and its net income to be overstated. While Andersen quantified some of 
these misstatements, other known and likely misstatements were not quan- 
tified and estimated, as required by GAAS. In connection with the audit of 
Waste Management’s 1993 financial statements, Andersen proposed a se- 
ries of “Action Steps” to change the company’s improper accounting prac- 
tices only in future periods and to write off its prior misstatements over a 
5 to 7 year period, rather than require immediate correction in accordance 
with GAAP. Andersen also allowed Waste Management to, in Andersen’s 
own words, “bury” certain charges by improperly netting them against un- 
related, one-time gains. Andersen told Waste Management that its use of 


7 Report at 146. 

8 Report at 150. 

9 Report at 179. 

10 Report at 181. 

11 It is important to note that we do not know the actual extent of substandard performance. 
Specific instances of substandard performance are disclosed only when revealed by some other 
event such as a restatement or bankruptcy. Most substandard audit performance, to the extent 
that it exists, probably will never be disclosed. I would like to believe that the vast majority 
of audits are completed conscientiously in accordance with the standards. However, in an omi- 
nous note, the Commission’s research revealed that a majority of auditors had, at one time or 
another, signed off for audit work that they did not actually perform. (See Report at 179). 
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netting was an “area of SEC exposure” but nonetheless allowed it to occur. 
Ultimately, when the misstatements were revealed, Waste Management an- 
nounced the largest restatement in American corporate history. In issuing 
an unqualified audit report on the restated financial statements, Andersen 
acknowledged that the financial statements it had originally audited were 
materially misstated. 12 

The facts of this case are unique, not only in their magnitude, but in the actual 
accounting proposed. The notion that misstatements could be written off over some 
future period, rather than immediately corrected, is unsupported, indeed unheard 
of, anywhere in accounting practice or literature. 

Worse yet was the consultation process and the concurrence of those consulted: 

For example, in its 1993 audit, Andersen quantified current and prior- 
period misstatements of $128 million, the correction of which would have 
reduced net income before special items by 12 percent. The engagement 
team also identified, but did not quantify or estimate, accounting practices 
that gave rise to other known and likely misstatements. Allgyer (the en- 
gagement partner) and Maier (then the risk management partner for Ander- 
sen’s Chicago office and the concurring partner on the Waste Management 
engagement) consulted with the Practice Director and the Audit Division 
Head and informed them of the quantified misstatements and “continuing 
audit issues,” and Allgyer consulted with the Firm’s Managing Partner and 
they provided him the same information. The partners determined that the 
misstatements were not material and that Andersen could issue an un- 
qualified audit report on the Company’s 1993 financial statements. 13 

Thus, this is not the case of an ignorant or “renegade” partner. Instead, this bi- 
zarre accounting was approved by a series of reviewers, all the way to the highest 
level in the firm. 

The Cohen Commission did not find any case exhibiting such pervasive concur- 
rence with such bad accounting. And as I said earlier, most of the significant 
recommendations of the Cohen Commission, made 24 years ago, for reducing sub- 
standard performance have not been adopted by the present private financial report- 
ing establishment. I do not know if my other Commission members would concur, 
but I now believe that a stronger, statutorily directed oversight structure is called 
for if necessary improvements are to be made. 

The NASD Model 

A number of proposals for more stringent oversight of the accounting profession 
have been made in recent weeks, including that of the Chairman of the SEC and 
in legislation introduced in the House of Representatives. 

Both call for new organizations. I have learned that it is usually more efficient 
to look to and copy existing, successful models rather than invent new devices. And 
I believe: 

• The NASD provides a model for a statutory self-regulatory organization (SRO) 
that could be applied to the accounting profession. 

• Enacting legislation to transfer the AlCPA’s standard setting operations and the 
oversight responsibilities to the new self-regulatory organization for financial re- 
porting would be the quickest and most efficient way of commencing operations 
of the SRO. 

I make this call for increased regulation of my profession with no small regret. 
I am a CPA, my father was a CPA. I started my career as an auditor. Such success 
as I have achieved is heavily due to what I learned as an accountant. I was privi- 
leged to work for or with some truly proud professionals and truly independent ac- 
countants such as Paul Grady, Philip Defliese, Joseph Cummings, Ray Groves, Rob- 
ert Hampton and on the Cohen Commission, LeRoy Layton and Kenneth Stringer. 

I believe all of them would be truly outraged at many aspects of their profession 
today. Their firms, once managed by the leading technicians and theoreticians in 
the profession are now frequently led by “rainmakers” selected for their ability to 
generate new business, not for their accounting knowledge. Too many firms and 
practitioners in a profession dedicated to the public interest have become too dedi- 
cated to private gain. 


12 Securities Exchange Act of 1934, Release No. 44444 / June 19, 2001. This writer was en- 
gaged by the SEC to serve as an expert witness in this matter. However, comments included 
here are based solely on the published releases by the SEC. 

13 Securities Exchange Act of 1934, Release No. 44444 / June 19, 2001. 
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I make these comments not because of the Enron case. The gradual deterioration 
of the professional conscience of at least a sizable minority of public accountants has 
been continuing for the past several decades. Enron is merely a widely publicized 
symptom that may at least have the benefit of bringing about long delayed changes 
in the accounting profession. Ultimately, these changes must come not through reg- 
ulation but by restoring the sense of professionalism that too many accountants 
seem to have lost. These are changes that Congress cannot enact, the SEC cannot 
promulgate. The management of accounting firms must be returned to accountants, 
not salesmen. Accountants must be educated as professionals in the same manner 
as the lawyers, doctors, and members of the other liberal professions. 

The NASD 

I assume there is no need to recount the history and functions of the National 
Association of Securities Dealers (NASD) for the Members of the Committee, but I 
will give a very brief summary for other readers. 

The precursor of the NASD was the Code Committee formed by the investment 
banking business under the National Recovery Act (NRA) in 1933. When the NRA 
was declared unconstitutional, the members voted to continue the organization on 
a voluntary basis. That private voluntary organization grew and changed its name 
to the Investment Bankers Conference. In 1937, the governing committee of the 
Conference, working with the SEC, drafted legislation to create it as a self-regu- 
latory organization. The legislation that came to be know as the Maloney Act was 
signed by President Roosevelt on June 25, 1938. In 1939, the organization was re- 
named the National Association of Securities Dealers. 

The relationship of the NASD and its subsidiaries to securities markets and to 
its participants is, in many ways, comparable to the functions of the AICPA and the 
Financial Accounting Standards Board (FASB), including development of qualifying 
examinations, registration of sales and supervisory personnel, regulation of indi- 
vidual ethics and business conduct, education and publications, and establishing 
rules of fair practice. Of course, it also has other operations, not comparable to the 
AICPA, such as the Nasdaq market and overseeing the American Stock Exchange. 

Create A National Financial Reporting Oversight Board 

There have been several proposals to create a new oversight body, some aimed 
at replacing or expanding the Public Oversight Board of the AICPA. With the evolu- 
tionary NASD model in mind, I see no reason to invest the enormous effort that 
would be involved in creating an entirely new organization. 

The AICPA’s SEC Practice Section (SECPS), Auditing Standards Board (ASB), Ac- 
counting Standards Executive Committee (AcSEC) and Professional Ethics Division 
are already staffed and operational. The time and money saved by starting with 
these existing units of the AICPA, which appear to comprise about 30 percent of 
the Institute’s total expenses, would be significant. The SEC’s familiarity with these 
AICPA groups would conserve the SEC’s scarce resources. 

I propose that legislation be developed through joint efforts of the AICPA, State 
CPA societies and boards, other accounting professional organizations and the SEC 
and enacted in the same manner as the Maloney Act to create a new National Fi- 
nancial Reporting Board (NFRB) based on a core of the appropriate elements of the 
AICPA. 14 Statutory direction would, hopefully, accelerate the past and the current 
torturously slow rate of improvement in the accounting profession. 

The NFRB would fit into and amplify the present structure of professional regula- 
tion. CPA’s are licensed by State boards of accountancy which system would be un- 
disturbed. Note that individual securities brokers must be licensed by the States in 
which they deal. The NFRB could license or otherwise qualify firms that audit pub- 
lic corporations in much the same manner that broker-dealers are regulated under 
SEC Regulation M and by NASD Regulation, Inc. (NASDR, a subsidiary of NASD). 
The present Public Oversight Board (POB) and the SEC Practice Section of the 
AICPA would be the basis for an arm comparable to NASDR in the area of regula- 
tion of firms auditing public companies. The Quality Control Inquiry Committee 
(QCIC) of the SECPS already investigates substandard audits and likely would to 
do so, but having subpoena power and making its findings public. Financing of the 
NFRB would logically come from direct charges to public companies and accounting 
firms qualifying to audit public companies. 


14 1 have no pride of authorship related to the title National Financial Reporting Board 
(NFRB). Another descriptive title, hopefully with a more pronounceable acronym would be ac- 
ceptable. 
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Preserve State Societies and Regional Firms 

State societies and State boards of accountancy play a major role in licensing and 
maintenance of professional standards. For example, the New York State Society of 
Certified Public Accountants (NYSSCPA) is active at all levels of professional devel- 
opment. Its magazine, The CPA Journal, is one of the few forums available for the 
publication of debates and critical comment on issues in financial reporting by prac- 
titioners and educators. It is far superior intellectually to The Journal of Account- 
ancy published by the AICPA. State societies are in some ways competitive with the 
AICPA — they have significant unduplicated memberships — and their continued con- 
tribution to professional development must be preserved. 

There are high quality local and regional accounting firms, some of which spe- 
cialize in specific industries and whose practice includes auditing some public com- 
panies. Care must be taken to assure that the NFRB makes appropriate allowance 
for services rendered by CPA’s who are not principally occupied with audits of public 
companies and for the private companies they audit. This care should not include 
different auditing standards, but would address, for example, different requirements 
for advice and consulting that private companies require from their accountants. 

Hopefully the creation of an NFRB that I am proposing will have the same effect 
as that suggested by Senator Francis T. Maloney, sponsor of the 1938 Maloney Act 
Amendment to the Securities Exchange Act of 1934: 

This Act is designed to effectuate a system of regulation ... in which 
the members of the industry will themselves exercise as large a measure 
of authority as their natural genius will permit. 

Merge the FASB into the NFRB 

When the Financial Accounting Standards Board (FASB) was created, essentially 
by carving the accounting standards setting function out of the AICPA, I wrote an 
article titled “Goldfish in a Bowl of Sharks.” 15 I predicted that the new FASB (the 
goldfish), no longer enjoying the built in support and shield of the accounting profes- 
sion and the large accounting firms and the membership of the AICPA, would be 
highly vulnerable to influence and pressures exerted by all the other parties (the 
sharks) affected by financial reporting. The AICPA, I suggested, having lost its most 
important professional function — standard setting — would be reduced greatly in pro- 
fessional status. 

Unfortunately, these forecasts were mostly accurate. The FASB has been beset by 
enormous outside pressures. Returning to being part of the principal accounting 
professional organization will give it the strong support of the NFRB and a shield 
against attempts to unduly influence its decisions. In addition, the FASB, alone in 
bucolic Connecticut, has been somewhat isolated from the mainstream. Integration 
into the National Financial Reporting Board will provide better direction and focus 
for the FASB’s efforts. With the AICPA’s Auditing Standards Board and Accounting 
Standards Executive Committee also under its umbrella, the NFRB would have the 
standards setting responsibility for the accounting profession, as well as responsi- 
bility for overseeing the appropriate application of those standards, under the ulti- 
mate direction of the SEC. 

I might add that I have heard proposals that the directorship or board of an SRO 
created in this situation be “independent” of the accounting profession. That is, the 
membership would not include professional accountants. I disagree strongly with 
that notion. It is the equivalent of suggesting that the board of directors of a cor- 
poration exclude any member with extensive experience in the corporation’s indus- 
try. To the contrary, the board of the SRO should include a reasonable number of 
members with strong public accounting backgrounds. Despite the decline in certain 
aspects of the accounting profession, there are still many highly qualified, inde- 
pendent accountants who can bring leadership talents to a financial reporting SRO. 

The FASB is principally funded by contributions from public accounting firms and 
public companies, as well as revenues generated by its publications. As part of the 
NFRB, its financing would come through the NFRB. 

Professional Auditors of Auditing Firms 

At present, the Public Oversight Board’s (POB) peer reviews of members of the 
SECPS are performed by their “peers,” that is, other accounting firms. Major ac- 
counting firms are reviewed by other major accounting firms. Despite a series of 
SEC cases and private litigation which revealed clearly substandard auditing work, 
no major firm appears to have been publicly sanctioned as a result of a peer review. 


15 The Accountants Magazine (Scotland) 1973. 
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While the major accounting firms are willing to “peer review” each other where 
the results of specific audits are not disclosed, they are not willing to testify against 
each other in open court. When the SEC brings charges against a firm of public ac- 
countants, other accounting firms will not serve as expert witnesses for the SEC, 
despite the fact that several firms have sections devoted to litigation support. Most 
financial accounting professors at universities, apparently unwilling to risk the 
wrath of the accounting firms who often support their work, also are unwilling to 
testify against accounting firms. 

This situation suggests that when the NFRB is established, it should develop its 
own auditors to examine public accounting firms and not depend on review by peers. 

The Influence of the Fees on Auditor Independence 

The relationship between independent auditor and client is unique in our society. 
In theory, the auditor works for and protects the shareholders. In practice, the man- 
agement of the corporation pays the independent auditor to assure that manage- 
ment’s financial reporting is accurate. A doctor cures his patients, a lawyer repre- 
sents his clients but an independent auditor polices the management that pays him. 

For this unique relationship to work, the auditor must be truly independent, will- 
ing to tell the client what is wrong, to insist that what is wrong be corrected or to 
walk away from the client . . . and from a stream of future fees. The drafters of 
the Securities Laws understood the value to the capital markets of this independent 
control over the accuracy of financial statements. By requiring that all companies 
whose securities were publicly-traded have financial statements audited by inde- 
pendent accountants they virtually guaranteed a market for the services of Amer- 
ican CPA’s. The accounting profession, particularly the larger firms, grew and pros- 
pered under this mandate. 

Now, recent cases and the comments of many critics strongly suggest that this 
critical independence is being subverted by fear of losing the client and future fees. 
The following excerpt from the SEC’s release on Arthur Andersen and Waste Man- 
agement 16 provides interesting insight into some of the ways in which an auditor’s 
independence was compromised: 

• As noted in the order as to Andersen, this conduct took place against the following 

background: 

• Andersen has served as Waste Management’s auditors since before Waste Man- 
agement became a public company in 1971. 

• Andersen regarded Waste Management as a “crown jewel” client. 

• Until 1997, every chief financial officer (“CFO”) and chief accounting officer 
(“CAO”) in Waste Management’s history as a public company had previously 
worked as an auditor at Andersen. 

• During the 1990’s, approximately 14 former Andersen employees worked for 
Waste Management, most often in key financial and accounting positions. 

• Andersen regarded Algyer as one of its top “client service” partners. Andersen 
selected Allgyer to become the Waste Management engagement partner be- 
cause, among other things, Algyer had demonstrated a “devotion to client serv- 
ice” and had a “personal style that ... fit well with the Waste Management 
officers.” During this time (and continuing throughout his tenure as engage- 
ment partner for Waste Management), Algyer held the title of “Partner in 
Charge of Client Service” for Andersen’s Chicago office and served as “Mar- 
keting Director.” In this position, Algyer coordinated the marketing efforts of 
Andersen’s entire Chicago office including, among other things, cross-selling 
nonattest services to audit clients. 

• Shortly after Algyer’s appointment as engagement partner, Waste Management 
capped Andersen’s corporate audit fees at the prior year’s level but allowed the 
Firm to earn additional fees for “special work.” 

• As reported to the audit committee, between 1991 and 1997, Andersen billed 
Waste Management corporate headquarters approximately $7.5 million in audit 
fees. Over this 7 year period, while Andersen’s corporate audit fees remained 
capped, Andersen also billed Waste Management corporate headquarters $11.8 
million in other fees. 

• A related entity, Andersen Consulting, also billed Waste Management corporate 
headquarters approximately $6 million in additional nonaudit fees. Of the $6 
million in Andersen Consulting fees, $3.7 million related to a Strategic Review 
that analyzed the overall business structure of the Company and ultimately 
made recommendations on implementing a new operating model designed to 


16 Securities Exchange Act of 1934, Release No. 44444 / June 19, 2001. This writer was en- 
gaged by the SEC to serve as an expert witness in this matter. However, comments included 
here are based solely on the published releases by the SEC. 
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“increase shareholder value.” Allgyer was a member of the Steering Committee 
that oversaw the Strategic Review, and Andersen Consulting billed his time for 
these services to the Company. 

• In setting Allgyer’s compensation, Andersen took into account, among other 
things, the Firm’s billings to the Company for audit and nonaudit services. 

This excerpt needs little elaboration. Allgyer is described as a marketing man, 
cross-selling other Andersen services. The audit fee was capped but other fees were 
not. Thus, if Allgyer were to take a strong stand against the client he would have 
risked losing not only future audit fees, but also the even larger consulting fees. In 
addition, one might also ask how objective Allgyer would be in auditing the results 
of actions taken in accord with his own strategic review. 

Given the strong pressures that fees of any sort exert on maintaining independ- 
ence, it seems logical to eliminate, when possible, fees that bear no relation to the 
audit function. 

Prohibit the Performance of Certain Management Consulting for 
Audit Clients of Public Companies 

The Cohen Commission examined the question of whether performing manage- 
ment consulting impaired the independence of auditors. The Commission staff 
searched for cases where impairment of independence resulted from management 
consulting engagements. The Commission also solicited leading critics of the profes- 
sion for specific cases. With the possible exception of Westec, no cases were found. 
The Commission analyzed the problems potentially associated with each of the 
nonaudit services then performed by independent auditors. Its conclusion: 

No prohibition of management services is warranted. 17 

However, this conclusion, reached in 1978, should be viewed in the light of an- 
other comment in the Commission’s report: 

Auditing dominates the practice of large public accounting firms, but it 
has never been the sole function performed by public accountants. 18 

However, the business volume relationship between auditing and management 
consulting has changed since then. Twenty-two years later, the Panel on Audit 
Effectiveness (PAE) of the Public Oversight Board presented the following figures 
for the “Big 5” accounting firms in 1999: 

Percent of Revenues 



All Clients 

SEC Clients 

Auditing 

Consulting 

34 percent 

44 percent 

48 percent 

32 percent 


The growth in the last decade of the 20th Century was particularly rapid. The 
PAE reported that the ratio of auditing revenues to consulting revenues from SEC 
clients went from 6:1 in 1990 to 1.5:1 in 1999. 19 

The Cohen Commission did recommend a series of safeguards to reduce the 
chance that independence would be impaired: Increased director and audit com- 
mittee involvement and public disclosure of other services. These recommendations 
have been accepted in one form or another. 

The PAE examined the same issue of whether the performance of certain manage- 
ment services should be prohibited. The PAE members divided, with some members 
for exclusion of certain management services and others for no exclusion. The Panel 
therefore made no recommendation. 

It’s the Fees, Stupid 

In arriving at their conclusions, both the Commission and the PAE took the same 
approach; search for examples where the performance of management services im- 
paired the appropriate performance of the audit. That is, find instances where, be- 
cause the auditor’s consulting arm had provided services the auditor was com- 
promised in examining or auditing the results of those services. Neither found any 
examples. In effect, the theory was not supported by empirical evidence. The PAE 
pointed out the difficulty of actually finding any such “smoking gun.” 


17 Report at 102. 

18 Report at 95. 

19 Panel on Audit Effectiveness at 5.13. 




734 


I would suggest a different framework for viewing the issue: The impact of con- 
sulting fees, not consulting work, on the independence of the auditor. As discussed 
above, an auditor taking a strong stand against a client risks losing a future stream 
of audit fees from that client. Consider the excerpt above from the Andersen and 
Waste Management case. A truly independent audit partner would have faced losing 
a stream of consulting and other fees even greater than the audit fee. 

In addition, the audit partner, Allgyer, essentially was the salesman for the con- 
sulting services and was compensated for selling them. Recall the comment above 
that Allgyer had a “personal style that ... fit well with the Waste Management 
officers.” Would the style of a strong independent auditor have fit as well? 

The Panel on Audit Effectiveness noted in its surveys that working auditors re- 
ceived the message that quality audit work was not important, that the audit has 
little value and that other services were more important. 20 Some audit firm part- 
ners to whom I have spoken believe that audits are often offered as “loss leaders,” 
in other words, as entry for sales of consulting services. In my capacity as an Audit 
Committee Chairman soliciting proposals for new independent auditors I witnessed 
substantial price competition and the submission of bids that were clearly well 
below normal billing rates. Virtually every audit partner tries, at one time or an- 
other, to sell consulting services to audit clients. 

I hold an economics degree and am not about to condemn price competition. How- 
ever, in the auditing context, absent a high level of professional integrity and super- 
vision, it can result in substandard work. For example, the Cohen Commission’s ex- 
tensive survey of working auditors found that fully 58 percent admitted to having 
signed off on a required audit step, not covered by another audit step, without com- 
pleting the work or noting the omission of the procedures. “Time budget pressure,” 
the result of low fees, was by far the most common reason cited. 21 

A second impact of “loss leader” pricing is a potential loss of independence. Profes- 
sional ethics forbid an auditor to undertake an examination if the client has an un- 
paid balance from a prior audit. This is logical, since the debt may give the auditor 
a pecuniary interest in assuring the continuing business of the client. If an auditor 
has priced an audit so low that it will take 2 or 3 years for the original loss to be 
recovered — a period cited to me by several audit partners — is that not the same po- 
sition as being unpaid for a prior examination? 

While one would not want to interfere with price competition, some steps can be 
taken to alleviate the problems described just above. First, the NFRB should extend 
the rule against commencing a subsequent audit when a prior year’s fees remain 
unpaid to also apply when the prior year’s costs are unrecovered. 

Audit committees generally now have the responsibility for engaging the inde- 
pendent auditor. Well before the current requirements for the audit committees of 
public companies were instituted, the Cohen Commission recommended that audit 
committees carefully consider the tradeoffs between price and quality in audit pro- 
posals. 22 In doing so, audit committees should emphasize the quality and capability 
of different firms before considering price. When negotiating fees, audit committees, 
interested in assuring that they are receiving truly independent audits, should es- 
chew arrangements that will tend to compromise independence, such as fixed fees 
for a period of years. 

Which Consulting Services to Permit? Which to Prohibit? 

This testimony is not the place to provide a detailed answer to these questions. 
However, some general concepts may be developed here which could be amplified 
by NFRB, SEC, or legislative action. 

First, we are considering only auditors of public companies with shareholders or 
creditors removed from direct contact with or control over management. The owners 
and creditors of private businesses are capable of making their own decisions as to 
what consulting is appropriate. 

Second, audit partners frequently are highly knowledgeable about the business 
and industries they audit. They should be encouraged to give management and the 
board of directors the full benefit of that knowledge as advice and counsel. For ex- 
ample, it may be decided to forbid management consultants associated with account- 
ing firms to take M&A engagements similar to those undertaken by investment 
bankers, but nothing should prevent an audit partner from giving a board of direc- 
tors advice about a proposed merger or acquisition. 


20 Panel on Audit Effectiveness at 4.3 and 4.4. 

21 Report at 179-180. 

22 Report at 107. Most public companies are required to follow the standards set in the Report 
and Recommendations of the Blue Ribbon Committee on Improving the Effectiveness of Cor- 
porate Audit Committees. 
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In short, those services that an audit partner (or senior audit staff) can render 
themselves should not be prohibited. The Panel on Audit Effectiveness, noting the 
increasing complexity of business systems and the need for specialized knowledge 
to audit them, listed a series of “audit support” consulting services. 23 Such services 
should be permitted. 

There are “traditional” nonauditing services offered by accountants; the most sig- 
nificant of which is providing tax advice, planning and return preparation. There 
is no logical reason to forbid such services which have been offered without prob- 
lems for decades. However, the structuring, by accounting firms often employing 
lawyers, of sophisticated, complex, sometimes marginally legal tax shelters (for high 
fees) recently has become an issue. This would be the type of “nontraditional” con- 
sulting, along with strategic planning, business reengineering, investment banking, 
executive placement, legal and actuarial services, that will warrant consideration as 
being prohibited for firms performing independent audits of public companies. 

Require Forms 10-Q and Interim Financial Statements to be 
Audited as Part of a Continuing Audit Process 

The Commission recommended: 

The audit should be considered a “function” to be performed during a pe- 
riod of time, rather than an audit of a particular set of financial statements. 

The annual financial statements should be only one, although the most im- 
portant, of the elements audited. Eventually, the audit function should ex- 
pand to include all important elements of the financial reporting process. 24 

This call for a change in the nature of the audit was considered radical at the 
time. Although proposed again by Robert Elliott, a recent Chairman of the AICPA, 
the concept has not been embraced by the profession. However, in discussions 
following the Enron disclosures, there have been repeated calls for release of more 
current financial information. 

It will take time to develop standards for auditor association with “current” finan- 
cial information. However, a first and significant step would be to require, by stat- 
ute or regulation, that quarterly reports of public companies be “audited.” Such re- 
ports are currently “reviewed” on a timely basis under procedures set forth in SAS 
No. 71 (1992). It should not be difficult to modify SAS No. 71 to integrate the proce- 
dures called for therein with the annual audit, as envisioned by the Commission. 

It will take a greater, but by no means an insurmountable effort, to develop a 
framework for the “audit function” envisioned by the Commission. With such a 
structure in place, rapid progress could be made to provide forms of assurance on 
more financial information that may be more current than quarterly reports. 

Former Auditors Working for Clients: 

Notify the Audit Committee 

The previously cited SEC release on Arthur Andersen and Waste Management 
noted that a significant number of former Andersen auditors occupied high level fi- 
nancial positions in Waste Management. The same appears to have been true in 
Enron. This migration from auditor to financial management is neither new nor un- 
usual. The accounting profession has traditionally been a source of talent for compa- 
nies, with individuals often moving to the same companies they audited. 

There are positive aspects to this flow. The company hires people already familiar 
with operations. If the auditor retains the professional sense of being a CPA, as well 
as being a corporate manager such employment is likely to be a positive force for 
integrity of the company’s financial reporting. 

There are also negatives. In the worst case, the former auditor knows exactly how 
his or her former firm conducts the audit, and how to conceal information from 
them. In a less ominous sense, the former auditor knows how far former compatriots 
can be pushed to accept results preferred by management. In general, “we are all 
friends,” is not exactly the appropriate relationship between independent auditor 
and client. Recall that Allgyer, the Andersen audit partner had a “personal style 
that ... fit well with the Waste Management officers.” 

The Commission noted: 

It would be impractical to for us to recommend that companies be pre- 
vented from hiring individuals who were previously employed by a public 
accounting firm regardless of whether a client relationship existed. 25 


23 Panel on Audit Effectiveness at 5.10. 

24 Report at 60. 

25 Report at 101. 
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The Commission said no more about this issue. However, there should be a safe- 
guard against its getting out of control. Management should be required to notify 
and receive advance approval from the audit committee whenever a former auditor 
is engaged in a financial management position. 

Require Auditors to Evaluate the Financial Statements as a Whole 

The Commission recommended: 

Present standards require the auditor to use judgment to see that the se- 
lection and application of particular accounting principles do not produce a 
misleading result. He should exercise a similar judgment in evaluating the 
cumulative effect of the selection and application of accounting principles. 

This is the only position consistent with the views expressed by regulatory 
agencies and the courts that auditors have an obligation to go beyond 
determining technical compliance with specific accounting principles and to 
evaluate the overall presentation of earnings and financial position in the 
financial statements. 26 

This recommendation, which has never been accepted, was called the “Smell Test” 
by Commission member LeRoy Layton. 

The profession’s position is: 

The independent auditor’s judgment concerning the “fairness” of the over- 
all presentation of financial statements should be applied within the frame- 
work of Generally Accepted Accounting Principles. Without that framework, 
the auditor would have no uniform standard for judging the presentation 
of financial position, results of operations, and cash flows in financial state- 
ments. 27 

Professional standards do require the auditor to evaluate the aggregate effect of 
uncorrected misstatements on the financial statements as a whole. 28 Layton’s 
“Smell Test” calls for a broader look at the financial statements. It is possible for 
financial statements to be “unfair,” even if there are no misstatements and they are 
generally in conformity with GAAP. For example, it appears that Enron’s accounting 
for certain energy contracts in accord with SFAS No. 133 (on derivatives) and other 
transactions greatly inflated the Company’s apparent total size. 29 

This recommendation was in accord with a general theme that runs through the 
Cohen Commission report; auditors must be made to exercise more independent 
judgment. As Enron has demonstrated, specific accounting rules cannot keep pace 
with the rapid evolution of business practices and the ingenuity of determined man- 
agements. The last line of defense of fair financial reporting is a well trained, in- 
formed auditor exercising independent judgment. 

Auditors Should Always be Required to Determine that Accounting 
Principles Selected by Companies are “Preferable” 

When the Commission issued its report, and today, companies are only required 
to apply Generally Accepted Accounting Principles that are acceptable. If acceptable 
alternatives exist and a company is applying one of them, there is no requirement 
to determine whether one of the acceptable alternatives is better. It is only when 
a company changes accounting principles that a preferability test is required. The 
Commission noted: 

When management decides to change an accounting principle, use of an 
alternative must be justified on the basis that the new principle is prefer- 
able. 30 If the required justification were not given, the auditor would be ex- 
pected to qualify his opinion. However, the auditor’s evaluation of manage- 
ment’s choice among alternative principles should not be different simply 
because there has been a change. The auditor should have the same obliga- 
tion to analyze the underlying facts and circumstances for accounting prin- 
ciples for which alternatives exist even in the absence of a change. 31 


26 Report at 21. 

27 AU 411.03. 

23 AU 312.34. 

29 In theory, an auditor might take an exception under Article 203-1 of the AICPA Ethics 
Code saying that it was inappropriate to apply GAAP in a particular circumstance, but the 
“Smell Test” is a broader concept. The Enron example cited here probably does not qualify for 
Article 203 treatment since “an unusual degree of materiality” is specifically cited as not being 
a reason to apply Article 203. 

"APB Opinion No. 20, para. 16. A similar requirement is found in the SEC’s Accounting 
Series Release No. 177. 

31 Report at 20. 
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This would appear to be a simple suggestion, not subject to a great deal of debate. 
When alternatives exist, the company must always use the preferable alternative. 
The Commission logically modified its recommendation to exclude those situations 
where authoritative bodies or extensive analysis had given full consideration to a 
particular set of alternatives and could not determine that one was preferable. 

Nevertheless, no action has been taken on this suggestion since the Report was 
issued in 1978. 

This issue relates also to the question of independent accountants giving advice 
on the structuring of certain transactions. It is legitimate and probably desirable for 
an auditor to give a client advice on structuring new transactions so that the ac- 
counting for the transaction will be acceptable. However, it is not desirable for that 
advice to produce accounting that is “barely acceptable.” A preferability standard 
should apply to advice as well. 

Require Companies to Record All Audit Adjusting Entrees 
Regardless of Materiality 

Materiality is the most powerful of all elements in GAAP. Every Statement issued 
by the FASB (and its predecessors) includes: 

The provisions of this Statement need not be applied to immaterial items. 

In effect, a materiality decision — or more precisely, a decision that a matter is not 
material — may outweigh the most authoritative accounting standard or the most 
egregious accounting. Recall the bizarre accounting in the quotes above from the 
SEC’s Release on Arthur Andersen. The Andersen partners accepted it on the 
grounds that it was “immaterial.” Yet, there is no practical, clearly applicable defini- 
tion of materiality. The standard definition is: 

The magnitude of an omission or misstatement of accounting information 
that, in the light of surrounding circumstances, makes it probable that the 
judgment of a reasonable person relying on the information would have 
been changed or influenced by the omission or misstatement. 

This definition was cited by the AICPA in SAS No. 47, by the FASB in Concepts 
2 and by the Canadian Institute of Chartered Accountants. It does not provide an 
adequate basis for making practical accounting decisions; it is essentially a legal 
construct. In March 1975, the FASB issued a discussion memorandum “An Analysis 
of Issues Related to Criteria for Determining Materiality.” In 1978, the Cohen Com- 
mission said: 

The FASB has recently put on its agenda the topics of materiality and 
. . . We encourage prompt completion of the projects because of their im- 
portance to the development of more definitive statements of accounting 
principles and auditing standards. 32 

The FASB has promulgated no additional work on materiality since 1975. 

The better definition of materiality is critical to better auditing standards and 
stronger regulatory control. Almost every significant accounting action brought by 
the SEC hinges on whether the alleged misstatements were “material.” 

I have little hope that my testimony here will result in any progress on the gen- 
eral issue of materiality, after more than a quarter century of inaction. However, 
there is one significant step in the area that can be taken by regulatory action, by 
the SEC or, if established, by the NFRB. 

Consider the following exchange: 

Auditor: We believe you should book this adjustment reducing revenue. 

Client: You are right theoretically, but I would rather not. The consolidation is 
almost finished. 

Auditor: We still think you should adjust. 

Client: No. Besides, your adjustment is only 2 percent of net income for the pe- 
riod. It is not material. 

Hypothetical? Uncommon? No. Most experienced auditors have encountered this 
situation. So has the SEC. On September 28, 1998 the Chairman of SEC gave a 
speech at New York University, noting: 

But some companies abuse the concept of materiality. They intentionally 
record errors within a defined percentage ceiling. Then they try to excuse 
the fib by arguing that the effect on the bottom line is too small to matter. 
When either management or the outside auditors are questioned about 
these clear violations of GAAP, they answer sheepishly. . . . “It doesn’t 
matter. It is immaterial.” 


32 Report at 16. 



738 


Whether many auditors are quite as pliable as the Chairman implied is question- 
able. In practice, the outcome of such confrontations varies depending on many fac- 
tors, not the least of which is the personalities and the character of the relationship 
between the auditor and the client. One fact is certain, however: The auditor gets 
little help in dealing with this problem from the profession’s authoritative literature. 
The recently issued SAS No. 89 requires the audit committee be informed of uncor- 
rected misstatements that are deemed immaterial, but not that they be corrected. 

I propose a simple, straightforward standard which I believe would provide guid- 
ance in many of the situations described above. The substance of the proposed rule 
is: Discovered misstatements must be corrected. 

The new standard could be promulgated as either an accounting or an auditing 
standard (or both). Its rationale is simple: Today, there is negligible incremental 
cost — in terms of time or money — associated with making an audit adjustment any- 
time before the financial statements are printed. In the digital age, worksheets and 
financial statements reside in computers. The $149 accounting program in my 
laptop computer will, when given an journal entry or other correction, instantly and 
completely revise all the resulting financial statements. The software used by cor- 
porations and auditors is certainly no less versatile. 

Thus, arguments that it is too difficult or too late to record audit adjustments 
have vanished in the computer age. It is time to promulgate a materiality standard 
that reflects this reality. 

Reinvigorate the Accounting Profession 

As I have said several times earlier in this testimony, the accounting profession 
has become less professional in the last several decades. Through the 1960’s, the 
best and the brightest of the professional accountants led the accounting firms, 
filled the seats on the standard setting bodies and taught accounting students. 

Thereafter the accounting world began changing. Management of the accounting 
firms gradually passed to those who could bring in business. The technicians were 
eased out of management and essentially became consultants to the staff account- 
ants who were themselves less able to deal with the increasingly complex account- 
ing literature. Control of the standard setting function at the FASB became inde- 
pendent of the profession. 

New accounting professors were increasingly drawn from the ranks of Ph.D’s who 
never practiced accounting and could, therefore, not become CPA’s. Academic ac- 
countants grew increasingly apart from the profession, most occupied with research 
unrelated to problems and issues of the profession and financial reporting. Increas- 
ingly, accounting was taught in colleges and universities as support for manage- 
ment, rather than as a profession. 

Establish Graduate Professional Schools of Accounting 

The most obvious of these problems (in 1978) was: 

A student who graduates from a high-quality liberal arts undergraduate 
college cannot generally obtain an equally high-quality graduate profes- 
sional degree in accounting. 33 

It was clear to the Commission in 1978 that the lack of a graduate professional 
option was weakening the profession. In the past quarter century, the problem has 
grown worse as an increasing portion of students defer their career choice until they 
graduate college. They can then attend graduate schools in law, medicine, business, 
architecture, physical and social sciences, pharmacy and others, but not accounting. 

Without a graduate option, the accounting profession has cut itself off from a 
growing portion of the best brain power. It is in essentially the same position as 
single sex colleges, men or women only, who gradually realized that they were 
closed to 50 percent of the student pool. They opened their doors to the opposite sex. 

The Cohen Commission called for the establishment of graduate professional 
schools of accounting, following the law school model. However, it offered no sugges- 
tions on how such schools might be started or financed. This is not a problem that 
is susceptible to Federal legislation or regulatory action. However, after considering 
the issue, it might be useful to call for State boards of accountancy, which set entry 
requirements, to increase educational requirements or offer incentives to graduates 
of such accounting schools. 


33 Report at 89. 
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Close the Gap Between Accounting Academics and the Profession 

As discussed above, most accounting professors have little interest in or ties to 
the profession. This gap has had an adverse impact on the profession. The Commis- 
sion noted: 

One of the roles of the academic arm of a profession is to serve as the 
conscience of the profession. Academe provides opportunity for reflection 
and study not permitted to the practitioner; the professor need not fear the 
loss of a client when he makes a statement critical of current practices. 
During the hectic years of the 1960’s . . . most members of the academic 
community remained silent. Only a few professors were openly critical of 
those accounting and reporting abuses that gave rise to much of the present 
criticism of the profession. 34 

The situation has not changed. The academic accounting community still remains 
almost mute about the current problems of the profession. Again, the establishment 
of graduate professional schools of accounting, with professionally oriented faculties, 
would appear to be the most likely solution. 


PREPARED STATEMENT OF ARTHUR R. WYATT, CPA 

Former Chairman, American Institute of Certified Public Accountants’ 
Accounting Standards Executive Committee 
Former Chairman, International Accounting Standards Committee 
Former Partner, Arthur Andersen & Co. 

Professor of Accountancy Emeritus, University of Illinois 
March 6, 2002 

Chairman Sarbanes, Ranking Member Gramm, and Members of the Committee: 

I appreciate your invitation to testify before the Senate Committee on Banking, 
Housing, and Urban Affairs on Wednesday, March 6, 2002, and to submit in ad- 
vance of that date my comments on the issues raised by recent failures in financial 
reporting by public companies, deficiencies in accounting standards, and inadequate 
oversight of the accounting profession. 

While I am mostly retired at the present time, I have served about 25 years as 
a partner of Arthur Andersen & Co. and have been a member of the Financial Ac- 
counting Standards Board, a member and Chairman of the American Institute of 
Certified Public Accountants’ Accounting Standards Executive Committee, and a 
member and Chairman of the International Accounting Standards Committee. My 
comments to follow are based upon my experiences with those entities, as well as 
my observations of the accounting profession as an academic and as a consultant 
to attorneys in litigation concerning accounting issues. 

I intend to address the following areas in my comments: The need for attitudinal 
changes within the major accounting firms, the need for a higher level of quality 
assurance, both within the accounting firms and by outside overseers, the need for 
certain restrictions on the range of services that public accounting firms should be 
permitted to provide to audit clients, the need for continued improvement of the 
Financial Accounting Standards Board, both in structure and in processes, the need 
for audit committees of boards of directors to become more proactive in the financial 
reporting process, and the need for reconsideration of existing accounting profession 
disciplinary structures. 

Before dealing with these issues, however, it may be helpful to provide some back- 
ground on the evolution of the large public accounting firms over the past 35 years. 
My observation is that over this period the attitude of the leadership of the large 
accounting firms has gradually shifted from emphasis on the quality of accounting 
and auditing services provided to clients to emphasis on growing top-line revenues. 
While this change in emphasis has been a considered one by the firm leaders, the 
change has been an evolutionary one, more a gradual process than tied to any iden- 
tifiable events. Competitive forces within the profession led firm managements to 
strive for growth, largely by increasing the range of services provided. The focus on 
growth in revenues altered attitudes within the firms as to the primacy of the qual- 
ity of the accounting and audit services provided. 

I suspect that the various firm leaders would deny that such a change has, in fact, 
taken place. But the issue is not whether firm leaders intended to alter the empha- 
sis on the quality of accounting and audit services. Rather, the issue is whether a 


34 Report at 86. One of the few vocal critics during that period was Professor Briloff who is 
scheduled to testify before the Committee. 
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heightened focus on expanding the range of services provided (in order to generate 
increased revenues) acted to diminish the focus of partners and managers on the 
quality of accounting and audit services provided. Firm leaders would likely argue 
that they have never purposefully deemphasized the primacy of quality of account- 
ing and auditing services. The facts would show, however, that attitudinally a grad- 
ual change has occurred. Thirty-five years ago the leaders of most, if not all, the 
major accounting firms at that time were well-recognized technical experts, individ- 
uals for whom quality of service and outstanding professionalism in its delivery 
were paramount. That attitude was conveyed to younger partners and staff in a va- 
riety of ways, including educational and training programs. Furthermore, younger 
partners and staff could observe that advancement and salary increases went to 
those deemed to deliver best high-quality technical and professional services in the 
accounting and auditing arena. 

Today, the large firms continue to have a high level of technical expertise and con- 
tinue to emphasize quality of services provided. Even so, the most technically com- 
petent individuals are no longer recognized as the principal leaders of the firms. 
Rather than being leaders of the various firms, these experts now are less visible 
within the accounting profession and, to some extent, even within their individual 
firms. The firm leadership roles have been assumed by individuals whose expertise 
lies in administration and/or marketing or promotional activities. By this observa- 
tion I make no value judgment as to which type of background best prepares one 
to lead the complex accounting firms as they exist today. Rather, my point simply 
is that on a relative basis those with the greatest technical skills and a greater focus 
on high-level professionalism have a lesser role and a lesser visibility within the 
firms than was true 35 years ago. This relatively diminished role affects attitudes 
within the firms about the relative importance of quality of service provided and 
growth in firm revenues. 

I do not intend to imply that the leaderships of any of the accounting firms in- 
tended to trade off revenue growth for quality of service. I have no evidence that 
any such intent has existed, and, in fact, I would argue that such intent was not 
purposeful. Rather, firm leaders made a series of decisions over the years to grow 
their practices, a phenomenon clearly consistent with the direction taken by most 
commercial enterprises in the country. The result of these decisions, however, has 
been to create large commercially-oriented accounting firms when the franchise 
granted to these firms (through the State-monitored licensure of individuals per- 
mitted to attest to the fairness of presentations in financial statements) was more 
a professional service orientation than a commercial one. 

The Attitudinal Issue 

The impact of this attitudinal change within the firms has been significant in my 
view. No longer is technical expertise and leadership the obvious avenue to progress 
within the firms. Rather, expansion of clients served and expansion of client services 
are viewed as primary drivers. And, obviously, the loss of a client is a negative in 
one’s career path. Since many decisions required of audit firm managers and part- 
ners are judgmental in nature, rather than clearly prescribed by extraneous forces, 
such judgments are, at the margin, sometimes influenced by perceptions of the atti- 
tudes of leaders of a given firm. If those perceptions by firm audit personnel are 
that loss of a client is damaging to one’s career path, the judgments made may be 
more in the direction of keeping the client than to achieving fair presentation of 
financial statements. 

This change in attitude also has had a significant impact on the nature of new 
hires into the large accounting firms. Thirty-five years ago nearly all new hires by 
accounting firms for their professional staffs were college graduate accounting ma- 
jors whose education not only encompassed technical accounting and auditing 
issues, but also emphasized professional and ethical responsibilities required of an 
accounting professional. As the firms grew and the range of services offered by au- 
diting firms expanded, college accounting majors were no longer plentiful enough to 
serve the needs of firms, and they no longer possessed all of the skill sets needed 
to provide the expanded range of services. The major auditing firms turned increas- 
ingly to nonaccounting majors, bright students regardless of their field of study, for 
some of their new hires. 

While these new hires were talented in many respects, their understanding of the 
professional responsibilities of reporting auditors and the ethical constraints under 
which their work would be undertaken was limited, if not nonexistent. Individuals 
with such backgrounds might be more reactive to the attitudinal changes previously 
mentioned. 

Similarly, educational institutions struggled to modify their accounting-major pro- 
grams to better fit the perceived needs of the major accounting firms. In fact, many 
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of these academic modifications were urged upon the academic community by the 
large auditing firms. While exceptions could be cited, the emphasis on professional- 
ism and ethical responsibilities diminished in a relative sense. Accounting programs 
employed as accounting professors some individuals with little or no educational 
backgrounds in accounting and were not particularly receptive to employing experi- 
enced professionals who might convey to students in an effective way professional 
and ethical responsibilities to be assumed by one entering the accounting profession. 

The effect of this relatively increasing emphasis on commercialization and rela- 
tively diminishing emphasis on professionalism tends to diminish efforts to main- 
tain a strong professional focus that a professional firm may otherwise strive to pro- 
mote. Recognizing that accounting and auditing services are more an art than a 
science, it should not be surprising at all that from time to time individual account- 
ing practitioners, no matter how complete their training, would, for any number of 
reasons, fail to perform their professional duties at the level of competency their cli- 
ents, the public, and the firm managements had a right to expect. For professional 
accountants to reach sound judgments in a professionally responsible way, their 
work environment, including the attitudes projected from the top of their firms, 
needs to be as unequivocally professional as possible. 

While my comments on the scope of services provided by public accounting firms 
will follow, I believe that the leadership in the various firms needs to evaluate how 
well their existing organizational structures and reward policies are serving what 
has to be their primary focus, the delivery of high-quality professional accounting 
and auditing services to clients. While these observations may not be very helpful 
in considering legislative initiatives, I believe they are crucial for the major account- 
ing firms to address if the firms wish to survive in the private sector as respected 
reporters on the financial situation and results of operations of business enterprises. 

Improvement in Quality Assurance 

Large accounting firms have similar programs to try to assure audit quality con- 
trol. Even so, the increased number of financial statement restatements in recent 
months suggests that existing quality control programs need to be strengthened. 
The emphasis on quality control needs to be heightened, and audit personnel need 
to gain a better appreciation for all aspects of a firm’s quality assurance program. 
Renewed emphasis on the importance of audit quality control mechanisms would be 
an important part of shifting the attitude within accounting firms to a proper focus 
on the quality of financial reporting. 

As individual firm quality control experts evaluate the work of individual partners 
and managers in their numerous offices, special efforts need to be made to review 
high-risk clients and/or clients utilizing high-risk transaction forms. Likewise, qual- 
ity control experts need to assess specifically the extent to which individual man- 
agers and partners address difficult client issues from the perspective of fairness of 
financial reporting. Specific challenges should be made of judgments by audit man- 
agers and partners that adjusting entries proposed by them and not recorded by the 
client are acceptable from the perspective of achieving fairness in the resulting 
financial statements. Quality control experts within the firms should seek out any 
evidence that suggests financial reporting by the client entity is not reflective of 
the transactions and events that occurred. Whenever such evidence is found, the ap- 
propriate resolution must be pursued even when the end result could be the loss 
of a client. 

Changes implemented in this area are in the best interests of the firms and, in 
the current environment, are likely to be instituted quickly on a voluntary basis. 
Recent news articles suggest some of the large firms have undertaken numerous ini- 
tiatives on such matters. An independent oversight board, as discussed later, should 
monitor such changes to satisfy themselves that appropriate policies are in place to 
assure high-quality audit efforts. 

Expansion of Range of Services 

The evolution of the drift toward increased emphasis on commercialization and re- 
duced emphasis on professionalism led the large accounting firms to expand the 
range of services provided to their audit clients. Importantly, however, we must ac- 
knowledge and emphasize that accounting firms have always provided their audit 
clients services that extend beyond the activities required in an audit to complete 
the formation of an opinion on the fairness of presentation in the financial state- 
ments. Many of these services are logically best provided by the audit firms — tax 
return preparation and tax planning, evaluation of accounting alternatives for 
planned transactions, assistance with financial statement preparation for regulatory 
purposes, audits or reviews of prospective acquirees in business combinations are 
examples. Indeed, any additional services that are directly related to assuring the 
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fairness of presentation of client financial statements are proper activities for audit 
firms to undertake. Services of these types are often closely related to, and helpful 
in, the successful completion of financial statement audits. They supplement the 
knowledge base of audit personnel and do not conflict with the central mission of 
auditors — forming an opinion on the fairness of presentation of client financial 
statements. Restrictions imposed on these types of services would create inefficien- 
cies for clients and would not be in the best interests of investors or the financial 
or business community. 

On the other hand, as the range of services provided broadened, some were clearly 
creating potential for conflicts with the basic audit services. While I am unaware 
of any evidence that consulting-type services have ever adversely influenced an 
auditor’s audit judgments on decisions, the fact is that today existence of some serv- 
ices creates an appearance that can no longer be tolerated. For example, rendering 
internal audit services for audit clients was never a sound idea. Likewise, services 
related to the design of financial reporting systems place the auditor in an awkward 
position if the system does not function as anticipated. Actuarial services, executive 
searches, advice on specific investment decisions and many more services of this 
nature tbat evolved over the years to generate increased revenues but either have 
little relationship to the annual audit or may create conflicts of interest should no 
longer be permitted by audit firms for their audit clients. 

The range of services provided by audit firms to their audit clients grew for a va- 
riety of reasons. One was the leaning toward commercialization previously men- 
tioned. Another was recognition by firms that their personnel possess skills that ex- 
tend beyond those needed to complete audits successfully. Another was a desire, and 
ability, to fulfill requests by clients for additional assistance. As investment bankers 
and other financial advisers created increasingly complex business transactions 
(some designed to circumvent existing accounting standards), clients logically asked 
their auditors for assistance in evaluating the consequences of undertaking such 
transactions. 

Consistent with the reestablishment of professionalism as the primary focus of au- 
diting firm services, restrictions need to be imposed on the range of related services 
that auditors should be authorized to provide their audit clients. Drawing lines in 
this area will not be an easy task, largely because words used are not always inter- 
preted in the same manner by all those who have to interpret them. Given the cur- 
rent environment, it is certainly possible that some regulations or legislation will 
suggest scope of service restrictions that will damage the auditor’s ability to develop 
the best possible basis for expressing an opinion on the fairness of presentation of 
the client’s financial statements. Initiatives in this area need to be undertaken, but 
they must be undertaken with care so that they do not frustrate the auditor’s ability 
to complete top quality audit services. 

Self-policing mechanisms have not worked well, and the Securities and Exchange 
Commission, audit committees or a newly created independent oversight body may 
have to play a significant role in this area. Regardless, attempts to regulate the 
range of acceptable services that audit firms may provide their audit clients likely 
will be frustrated without leadership in the several firms willingly agreeing to move 
away from their commercialization instincts and reemphasizing the primacy of 
meeting professional standards in all respects. 

Accounting Standard Setting 

The Financial Accounting Standards Board, FASB, is soundly conceived and has 
operated reasonably well given the difficult environment it faces. Two principal criti- 
cisms of the Board’s standards are that they are not always conceptually sound and 
that they take too long to produce from inception of a project to release of a final 
standard. 

The Board has a conceptual framework that it utilizes in developing positions on 
an accounting issue under consideration. That framework is reasonably cohesive 
and has served the Board well. Even so, the Board needs to recognize that its con- 
ceptual framework is a living document that will require modifications from time 
to time as accounting and economic concepts evolve. Improvements in its conceptual 
framework should have a high priority for the Board. 

Too often the Board has departed in its final standard from the concepts that it 
has represented will guide its decisions, generally because interested parties have 
not only raised objections to conclusions tentatively expressed, but also have effec- 
tively lobbied against adoption of those decisions the Board has signaled. Such de- 
partures are not surprising given that the processes of the Board are open, with 
public meetings, public hearings, and Exposure Draft issued requesting comments 
from interested parties. While the comments received through these open processes 
are often helpful in the crafting of a final standard, too often the criticisms are not 
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conceptually based, but rather are emotional in nature, reflecting a dislike for the 
direction the conclusions are taking. Thus, the Board often modifies, or softens, its 
tentative conclusions to reflect some of the concerns expressed in the due process 
procedures. 

The due process procedures are soundly conceived and essential for the Board to 
achieve a desirable level of credibility for its standards. What is needed is a greater 
discipline by those participating in the process to direct their comments to weak- 
nesses in the Board’s reasoning processes and to eliminate the emotional criticisms 
that have no logical basis. If the accounting standard setting process is to achieve 
its objectives of providing guidance on appropriate accounting for transactions and 
events of an entity, the process must be recognized by all participants as being pri- 
marily an intellectual process and not primarily a political process. 

As long as the Board is willing to depart from its underlying concepts in order 
to gain some measure of concurrence with the views of its constituents, it will issue 
standards that will not survive for long periods without being abused. The Board 
often receives negative comments from industry constituents, from auditing firm 
representatives, from Members of Congress, as well as others. When these com- 
ments become part of an organized campaign to undermine the direction a standard 
is taking and recommend alternative conclusions that are not conceptually sound, 
the mission of the Board is frustrated. This is particularly true when the interve- 
nors are Senators and Representatives who, as part of their commentaries, threaten 
some type of legislation to frustrate the direction in which the Board is moving. 
While Senators and Representatives have a legitimate interest in the workings of 
the Board, they need to recognize that their interventions may well lead to Board 
decisions that are not in the best interests of investors and the broad business com- 
munity. Being supportive of the views of constituents and contributors, without 
making conceptually sound alternative suggestions, too often creates opportunities 
for interpretations of the resulting standards that are not in the long-term best in- 
terests of any parties. 

The time interval required for the Board to promulgate a standard has long been 
a concern of the Board itself, as well as other interested parties. A great contributor 
to the lengthy process is the open due process procedures that the Board employs 
to assure that all interested parties have an opportunity to provide commentary. 
Such due process procedures are generally well conceived and serve the overall 
standard setting process well. On the other hand, those who dislike the direction 
a project is taking, whether Board members themselves or Board constituents, prob- 
ably have too great an opportunity to effect delay by calling for additional research 
in order to buy time to lobby against the direction they perceive the process is mov- 
ing. The Board may well need greater discipline in this area and the willingness 
to simply move forward at earlier points in the process than has been the case in 
the past. 

Even with improvements in recent years, the Financial Accounting Foundation 
trustee arrangement remains problematical. The trustee group would benefit from 
heavier reliance on individuals independent of the accounting firms and companies 
that provide a share of the Board’s finances. The challenge is to identify public- 
minded individuals who are willing to devote the necessary time to meeting the 
trustees’ two main areas of activity — identifying and appointing competent Board 
members and raising sufficient finances to permit the Board to operate effectively. 
While the current financing mechanism could be tinkered with, no individual entity 
currently contributes a significant portion of the Board’s budget. I am unaware of 
any instance in which any Board member’s vote on an issue was influenced by the 
position taken on the issue by a contributor. I believe with the proper composition 
of the trustee group the issue of independence of the trustees would be resolved. 
Alternative means for financing required by the Board may be considered, but I do 
not view the present mechanism to be troublesome as long as major contributing 
groups are not represented as trustees of the Financial Accounting F oundation. 

For the Board to be able to continue to improve the quality of its standards the 
Board needs to place increasing reliance on its underlying concepts, avoiding to the 
extent possible standards that compromise those concepts. Standards that are con- 
ceptually sound need not run hundreds of paragraphs to thwart those who would 
attempt to subvert the intent of the standards. Each standard issued by the Board 
should contain, in the clearest English possible, the objective, or intent, the Board 
intends to achieve by issuing the standard. Each standard issued by the Board 
should also contain a clear statement that anyone who is applying the standard 
should review carefully its application to satisfy himself or herself that the objective 
specified by the Board has, in fact, been best achieved through the application that 
has been adopted. 
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I am convinced that the FASB process is soundly conceived, that the Board mem- 
bers over the years have been dedicated professionals of great integrity and inde- 
pendence, and that the quality of accounting standards today is better than it has 
ever been, even with the shortcomings that some standards contain. 

In summary, the financial standard setting process is an evolutionary one that 
has grown stronger over the years. Continued improvement in the areas outlined 
would strengthen the process further. Finally, if constituents would refrain from 
emotional criticisms during the due process period and if Senators and Representa- 
tives would refrain from interventions that are perceived by the Board as being 
heavy handed and politically, rather than intellectually, based, the accounting 
standard setting process will continue to improve and serve investors and the in- 
vestment community better than any alternative structure. 

The relationship between the FASB and SEC over the years has been a positive 
one which benefits investors and creditors. While each organization has a different 
mission, each has the same end objective in mind. Continued cooperation between 
these two entities is in the best interests of investors and creditors. 

Audit Committees 

The requirement for public companies to have audit committees of the board of 
directors is a relatively recent phenomenon. Through interventions of numerous par- 
ties, most importantly the Securities and Exchange Commission, audit committee 
requirements and procedures have been modified, and upgraded, over the last sev- 
eral years. Even so, my experience (mostly as a consultant to attorneys in litigation 
matters involving issues of accounting) is that audit committees remain far less 
effective than they could be or ought to be. Audit committee members need to focus 
importantly on the various risks faced by their company, including accounting risks 
related to the possibility of improper accounting for new and/or complex business 
transactions. 

While financial statements can be misleading in a variety of ways, most deficient 
financial reporting matters fall into four areas: The timing of revenue recognition, 
the propriety of cost deferral, the omission from the balance sheet or related foot- 
notes of any significant obligations, and the adequacy of disclosures, particularly 
any that may center or related party transactions. Audit committees need to ques- 
tion corporate financial accounting personnel in depth about such matters and the 
risk of possible financial misstatements. Likewise audit firm representatives need 
to be similarly questioned. In addition to routine agenda matters, each audit com- 
mittee meeting should focus on a particular business risk area (including potential 
accounting risks) and any significant concerns emerging from such discussions need 
to be aired further with the full board of directors. 

At least the audit committee chairman, and preferably all audit committee mem- 
bers, should have experience in evaluating business risks and should be sufficiently 
conversant with accounting issues to raise appropriate questions with an ability to 
evaluate the responses received. Too often audit committee meetings are perfunctory 
in nature. Real opportunities to gain an understanding of business risk areas are 
missed. As a result the process in place is not as effective as it could be, nor as 
effective as those who accomplished the establishment of audit committees had a 
right to expect such committees would be. 

Audit committees should be especially curious about the so-called adjustments 
proposed by auditors but not made by company accounting personnel. Oftentimes 
the basis for the company not making the entry is that the amount involved is not 
material. Materiality is an elusive concept that is even more elusive in practice. 
Audit committees should pressure company accountants and the auditors to resolve 
any open proposed adjusting entries either by the company accepting the entry for 
recording or the auditor concluding that the proposed entry should be eliminated 
from its schedule of open proposed adjusting entries. In too many instances the ma- 
teriality judgments made have masked what, in fact, was inappropriate accounting, 
accounting that fell outside Generally Accepted Accounting Principles. 

The audit committee concept is a sound one. Through efforts of the New York 
Stock Exchange and the SEC improvements in committee composition and mission 
should continue to evolve. Honest managements and responsible auditing firms 
should welcome audit committee involvement when such committees are constituted 
properly, with knowledgeable individuals willing to gain an understanding of the 
underlying business risk issues and raise questions on appropriate accounting and 
disclosure matters. 

Disciplinary Mechanisms 

My experience with this issue, as well as my knowledge base is sparse. The cur- 
rent mechanism, under the auspices of the American Institute of Certified Public 
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Accountants, however, clearly is not working. Over the years the AICPA has become 
more and more a trade association and less and less a professional organization. 
The diversity of interests of its members, from sole practitioner to large-firm part- 
ner, to corporate executive makes it almost impossible for the AICPA to exercise 
leadership and articulate policies that one would expect of a professional organiza- 
tion. Its emphasis has been on expanding its breadth of membership rather than 
on providing leadership in professional practice areas or disciplinary policies that 
would be effective. 

Suggestions have been made recently for creation of a new independent oversight 
board comprised of leading individuals independent of the accounting profession. 
While the AICPA sponsored Public Oversight Board has been comprised of highly 
regarded individuals, its effectiveness has recently been questioned. Who should be 
the “parent” or “owner” of such a board is a difficult issue that I have no particular 
insights in resolving. 

Over the years the Securities and Exchange Commission has been a generally 
effective agency working toward improvements in financial reporting. Even so, its 
resources have probably been far too limited to achieve the optimum level of success 
in its diverse objectives. I would be inclined to provide increased funding to the SEC 
and have it assume the principal role in overseeing the effectiveness of the financial 
reporting process. Creation of a new agency to undertake this responsibility seems 
unnecessary in view of the record established by the SEC over the past 65 years. 

In summary, I feel that the leadership of the major accounting firms should see 
today that it is clearly in their best interests to refocus their objectives on quality 
professional performance and to refrain from growth through expansion of services 
rendered. New restrictions on scope of practice, possibly monitored by the SEC, are 
desirable and in the public interest. The FASB should place increased emphasis on 
conceptually sound standards and on more timely issuance of such standards. The 
Board should experiment with how better to craft its standards so that corporate 
accountants and auditors will be encouraged to apply the standards so as to best 
meet articulated objectives of the standards rather than to search out and expand 
possible loopholes that lead to applications that fail to reflect the economics of trans- 
actions undertaken. The Board should continue its efforts to rebuff initiatives of its 
constituents, including elected officials, when such initiatives are more emotionally 
than conceptually based. Audit committees should be encouraged, possibly by the 
New York Stock Exchange and the SEC, to be more diligent and effective in over- 
seeing corporate risk exposures and accounting policies that accord fully with the 
intent of applicable accounting standards. Finally, improved disciplinary and over- 
sight mechanisms on professional practice firms need to be instituted so that vari- 
ant behavior is identified early and punished if not corrected. 


PREPARED STATEME N T OF ABR AHA M J. BRILOFF 

Emanuel Saxe Distinguished Professor Emeritus 
Bernard M. Baruch College, CUNY 
March 6, 2002 

Accountancy and Society / A Covenant Desecrated 

The Commission is fond of quoting Judge Friendly’s statement: “In our complex 
society the accountant’s certificate and the lawyer’s opinion can be instruments for 
inflicting pecuniary loss more potent than the chisel or the crowbar.” U.S. Circuit 
Judge Henry Friendly, United States v. Benjamin 328 F2 85, 863 (1964). 

Chairman Sarbanes, Members of the Committee on Banking, Housing, and Urban 
Affairs of the U.S. Senate: I very much appreciate this opportunity of appearing be- 
fore you this morning to share with you my views regarding the crisis in confidence 
which presently confronts my profession of certified public accountancy and then to 
suggest what I believe to be the essential critical path to resolve that crisis. 

After much reflection I have opted for the title theme for today’s presentation, 
“Accountancy and Society /A Covenant Desecrated.” I recognize that I have thus 
opted for an awesome theme; I mean it to be just that, i.e., most certainly not a 
mere rhetorical conceit. 

The Covenant 

The covenant to which I am alluding involves on the one hand the mandate which 
is imposed on certified public accountants by the statutes which created that profes- 
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sional license; from the New York Statutes going back to the close of the 19th Cen- 
tury. Definition: 

The practice of the profession of public accountancy is defined as holding 
one’s self out to the public, in consideration of compensation received or to 
be received, offering to perform or performing for other persons, services 
which involve signing, delivering or issuing or causing to be signed, deliv- 
ered or issued any financial, accounting or related statement or any opinion 
on, report on, or certificate to such statement if, by reason of the signature, 
or the stationery or wording employed, or otherwise, it is indicated or is 
implied that the practitioner has acted or is acting, in relation to said finan- 
cial, accounting or related statement, or reporting as an independent ac- 
countant or auditor or as an individual having or purporting to have expert 
knowledge in accounting or auditing. 

On the other hand there is the very special franchise granted to the accounting 
profession by a 3 to 2 vote of the Securities and Exchange Commission at its incep- 
tion, that requiring all registrants to submit statements audited by accountants in 
the private sector rather than by employees of governmental agencies. That special 
franchise is generating revenues amounting to billions of dollars annually. 

Why the Covenant 

This covenant was undertaken between my profession and society for most com- 
pelling reasons — reasons which have been increasingly compelling with the passage 
of time and the corresponding expansion exponentially, it might appear, of our eco- 
nomic society and complexity of our corporate enterprises. It is to assure the effec- 
tive functioning of capitalism powered by the corporate complex which demands an 
effective system of corporate governance and accountability — and it is to help drive 
such a process that the covenant was entered into by society with my profession. 

Let me back up a bit: I believe it to be self-evident that in the day-to-day exist- 
ence of our citizenry the private sector of corporate complexes plays a far more 
direct role than the Government. Thus, the air we breathe, the recreation we enjoy 
our mode of mobility, our habitats, health, and economic well-being are all impacted 
by decisions by those who somehow, somewhere control the conduct of corporate 
enterprises. 

Here then is where we meet up with the Power without Property Syndrome, de- 
scribed early in the 20th Century by Gardner C. Means and later expanded by Adolf 
A. Berle. Thus, enormous pools of power have been delegated to managements by 
those who are the owners of the resources, that is, shareholders, creditors, Govern- 
ment, employees, et al. 

To assure those who have thus delegated their resources to managements we have 
conceptually, at least, built in a system of checks and balances, a system of cor- 
porate governance and accountability. I picture that system as a series of concentric 
rings, somewhat as follows. 

The Corporate Governance and Accountability System 

At the vortex of the constellation is management, the very center of power of the 
corporate complex. The first of the outer rings in this configuration is the board of 
directors whose authority is derived from the shareholders and presumed to be re- 
sponsible for determining the policies of the corporate enterprises and then review- 
ing their operations to assure their constituencies that the policies are, in fact, being 
fully and fairly implemented. 

There then follows an especially critical sector, the independent audit committee 
of the board of directors. Here, too, those who have been elevated to this special role 
and responsibility should be continuously aware of the reasons why such a com- 
mittee has become such a vital force in our corporate governance and accountability 
process. They should be continuously mindful of the terms “independent” and 
“audit” and make certain that they possess the temperament and healthy skep- 
ticism called for by the standards governing independent audit committees. Thus, 
those committees were mandated first by stock exchanges and then by the SEC in 
response to critical developments over the years; it is only if the members fulfill 
their roles conscientiously and professionally, determined to act as watchdogs rather 
than managements’ lapdogs, that they will be fulfilling the very special mandate 
which has been bestowed on them and presumably accepted by them. 

This now brings me to what is for me the crucial ring in this constellation, that 
of the independent auditor, the one who has entered into the covenant with society; 
the one who is presumed to have undertaken the role and responsibility of probing 
the conduct of all aspects of the corporate enterprise as the surrogates on behalf of 
the world of third parties. 
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In short, those are the qualities which our society had presumed of the inde- 
pendent auditors as an incident to the entering into the covenant. Absent those 
qualities, anything which compromises those expectations represent a breach, a 
desecration of the covenant. 

This brings us to the ring to representing the nexus of State and Federal agencies 
involved in the regulation of the corporate complex. At the outset, we have the 
States which bring the business enterprises into existence by the granting of cor- 
porate charters or licenses as appropriate. 

It is also the States which bestow the licenses for the various professional pur- 
suits, accountancy, law, etc., which may be involved in the corporate governance and 
accountability process. But of special import for present purposes are the regulatory 
agencies, Trade, Utilities, Transportation and, especially for us here today, the Secu- 
rities and Exchange Commission which is charged with the administration of the 
Securities Acts of 1933 and 1934, and the source of Regulation S-X providing the 
rules governing the registrant’s accounting responsibilities and practices. It is un- 
doubtedly the SEC which comes to mind regularly during these days of agonizing 
appraisal and reappraisal as to what went awry at Enron — and wherever else ac- 
counting irregularities are now surfacing with regrettably increasing frequency. 

The next succeeding ring is the Congress of the United States which over the 
scores of years since the Great Depression has, through its Investigative and Legis- 
lative actions critically, vitally, impacted the standards for corporate governance 
and accountability. 

We move outward then to the Judiciary, principally the Federal courts which 
through their determinations in civil and criminal proceedings further define the 
standards for conduct of all those involved in the corporate enterprise. 

This would complete the corporate governance and accountability configuration as 
I envisage it. But then too at each of the stages of the process we find the profes- 
sions of the law, finance, journalism, academe, in addition to accountancy beyond 
that of independent auditing. All of these phases when functioning optimally con- 
sistent with their professed objectives should assure the effective functioning of our 
corporate enterprise system which, as I have emphasized, is the engine which pro- 
pels modern capitalism system. If this system of interrelated responsibilities fails, 
we have the Enrons, et al. 

Some Footnotes to History 

In the hope that it might help to avoid repeating its mistakes, herewith some 
footnotes to history relating to past endeavors to overcome the recurring crises in 
corporate accountability. 

There was a flurry of activity during the second half of the 1970’s, including: 

• Late 1976 a staff study dubbed The Accounting Establishment was prepared for 
the U.S. Senate Committee on Government Operations. 

• The following year extensive hearings were held under the Chairmanship of Sen- 
ator Lee Metcalf. 

To placate the extensive criticism leveled at the accounting profession its lead- 
ership, the AICPA, the Big 8, agreed to what they assured us would be an 
effective response to the crisis. This included the creation within the AICPA of a 
Division for Firms especially its SEC Practice Section and Public Oversight Boards; 
all that together with a system of peer review was going to lead us to Nirvana. 

Alas! As predicted, peer review became nought but mutual back scratching; the 
POB was soon co-opted by the AICPA so that the presumptive public protector be- 
came another layer of insulation to protect the Accounting Establishment. 

By way of a justification of the foregoing cynical observation, I have regularly 
challenged the POB and its parent body the AICPA to point me to any disciplinary 
sanctions meted out against those identified with the Accounting Establishment 
who have been prominently identified with serious audit failures after audit fail- 
ures. That challenge continues to the present. 

• We then have the Foreign Corrupt Practices Act of 1977 which explicitly directed 
the effective functioning of systems of Internal Control for all SEC registrants. 
The SEC proposed regulations to implement the provision’s of the FCPA, that val- 
iant endeavor was effectively resisted by the accounting profession and their con- 
stituencies — the proposal was withdrawn. (Included herewith as Exhibit A is a 
critical commentary on these developments which was included in my article “The 
Private Securities Litigation Reform from a Critical Accountant’s Perspective” 
which appeared in the Critical Perspectives on Accounting (1999) 10, 267-282. 

• This brings us to 1995 when, as part of the bargain leading to the passage of the 
Private Securities Litigation Reform Act of 1995, Title 3 was enacted, so as to 
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require auditors of SEC registrants to probe more aggressively for irregularities 

or fraud. 

As my aforementioned Critical Perspectives article also noted the Senate sug- 
gested that the new requirements be implemented with only most deliberate speed 
and so it has been. And as we know from the record of the so-called Independence 
Standards Board created by the AICPA the more deliberate the better insofar as 
the Accounting Establishment is concerned. 

• And this takes us to the millennium year 2000 when the SEC under Chairman 

Arthur Levitt and Lynn Turner as its Chief Accountant sought to induce higher 

standards of independence from the independent auditors of its registrants. 

At hearings during the summer of 2000 we witnessed the AICPA and the Big 5 
manifesting all of their arrogance of power unless it was their power of arrogance 
to thwart the SEC’s proposals. At the end the SEC did salvage some changes; and 
especially gratifying as it now turns out is the added disclosure relating to the 
nonaudit fees. 

Quo Vadis? 

This brings me to the response to the question, “Where should we go from here?” 
which, I presume, is the reason for your inviting me to appear before you today. 

First, I want to repeat with added emphasis the cardinal recommendation that 
I made when I appeared before the SEC on September 21, 2000, in connection with 
their hearings on Auditor Independence to wit: 

1. Absolute Divestiture, i.e., No “Strategic” or Other Entangling Alliances. 

Then demand that the profession of certified public accountancy rededicate itself 
to the independent audit as surrogates on behalf of all stakeholders. This is the cov- 
enant, which we are presumed to have undertaken with society — let us fulfill it. 

Such a rededication to the CPA as a professional should put an end to our quest 
for an XYZ license. 

Further, the renaissance of the independent audit as a vital social responsibility 
should prove salutary for relevant research and teaching of accountancy qua ac- 
countancy in the groves of academe. 

(I have submitted as an Exhibit B for the record a copy of my submission to the 
SEC as an incident to my testimony at the SEC hearings.) 

2. And now, going further I urge that the SEC develop a registry of firms which 
have fully committed themselves to the independent audit of SEC registrants, con- 
sistent with the standards set out above. 

By so doing the SEC would be in a position to proceed overtly to impose sanctions 
or even delisting of firms which have failed in the fulfillment of their undertakings. 

3. I would have the independent auditor as an incident to his rounds as such 
independent auditor apply his presumed “healthy skepticism,” corresponding to the 
way in which he would proceed if he were acting as a forensic auditor in the wake 
of an accounting disaster. 

For example, I recall the circumstances about 4 years ago when I had the occasion 
to analyze the report prepared by Arthur Andersen as the forensic auditor in the 
wake of the discovery of the fraud at CUC prior to its merger into Cendant in late 
1997. In my analysis I congratulated AA on the ways in which it went about its 
probe to ferret out the perversity perpetrated by the financial people at CUC and 
spelled out the errors of omission and commission on the part of Ernst & Young, 
CUC’s auditors. 

But then, just as I brought my analysis and commentary to a close, along came 
Sunbeam where AA as the independent auditor fouled its nest very much like E&Y 
at CUC. In short, the auditors know what they need to do to produce a product, 
which could be relied upon by the investor, et al. Let them apply their talents in 
all circumstances where they serve as the surrogates on behalf of the world of third 
parties. 

I am not here suggesting that the auditors become adversaries; but then, I insist 
that they refrain from the writing of the narrative as though they were writing an 
“authorized biography.” I am searching for a standard of Truth and Objectivity. 

4. I would then look for a sea change to conform the actual responsibility for the 
determination of the financial statements with that which is presently presumed by 
society generally, including even sophisticated investors. Thus, the community of 
users of the statements presume that they have been determined by the certifying 
independent auditor. The actuality is reflected by the following assertions typically 
found in the Audited reports submitted to shareholders and the other constituencies 
of the business enterprises. 

First, from the auditor’s certificate: 
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Report of Independent Accountants 

“These financial statements are the responsibility of the company’s man- 
agement; our responsibility is to express an opinion on these financial state- 
ments based on our audits . . 

And then the corresponding assertion from the letter from management: 

Statement of Management Responsibility 

“. . . management is responsible for the preparation, integrity and objec- 
tivity of the consolidated financial statements and other financial informa- 
tion presented in this report.” 

5. The resultant auditor’s report in the form of words and numbers, characterized 
by clarity, logic, intrepidly, and integrity should convey a description of economic 
reality as closely as the states of the Arts of Communication, Economics, and Ac- 
countancy might allow. 

If We Should Fail . . . 

What if the required drastic, dramatic possibly draconian, as viewed by some, 
changes are not implemented promptly and effectively? 

All of the foregoing proposals for a response to the prevailing crisis could be seen 
to have evolved from my 1967 book entitled The Effectiveness of Accounting Commu- 
nication. Justice William O. Douglas honored me by providing a Foreword to that 
work; some extracts from his essay: 

The author demands an understandably high price of the attesting ac- 
countant, who is preparing himself to fulfill this essential role. He expects 
him to undergo a “ritualistic purging” and to forego the rewards which may 
be derived from the rendering of a management services and the other 
“peripheral services” which he describes. 

The burdens which Mr. Briloff puts upon the profession are substantial; 
but, as he demonstrates, our economic society is in urgent need of this 
service. If the accounting profession does not respond effectively to the chal- 
lenges presented, there may be little alternative but to have possibly a new 
profession fill the breach. 

(The Justice’s Foreword is included in Exhibit B.) 

If we find ourselves deadlocked and our economic society continues to be vulner- 
able then despairingly I would proceed to the proposal advanced 2 years ago during 
my presentation to the FASB at their hearings on business ago during my presen- 
tation to the FASB at their hearings on business combinations. That proposal, as 
part of my “An Accountancy Manifesto for the Third Millennium” was published in 
Accounting Today and included in Exhibit B. Accountancy Today article: 

“I would abort the present requirement that such financial statements 
carry the imprimatur from independent CPA’s. This is because the major 
firms that are principally responsible for those audits are no longer firms 
of CPA’s, nor are they as independent as they are perceived to be by the 
financial community. 

“As a consequence of these proposals, the determination and implementa- 
tion of the accounting precepts and practices, which would best reflect the 
financial condition and operations of the enterprise would become the sole 
responsibility of management. This is essentially the prevailing reality: The 
public’s myth regarding the independent audit is just that, a myth.” 

I would then have the financial statements carry the legend caveat emptor. Coda: 

The February 28, 2002, New York Review of Books included an essay by Ambas- 
sador Felix Rohatyn captioned “The Betrayal of Capitalism,” which concluded with 
the following foreboding: 

“American popular capitalism is a highly sophisticated system that needs 
sophisticated regulation — whether in finance or in other fields. The Govern- 
ment itself does not seem to have acted illegally in the Enron case; it is 
the Government’s failure to anticipate and prevent what happened tbat is 
the problem. Unless we take the regulatory and legislative steps required 
to prevent a recurrence of these events, American market capitalism will 
run increasing risks and be seen as defective here and abroad. That could 
have deeply serious consequences not only for our domestic economy but 
also for the world economy as well. Enron’s failure was a failure of par- 
ticular people and institutions but it was above all, part of a general failure 
to maintain the ethical standards that are, in my view, fundamental to the 
American economic system. Without respect for those standards, popular 
capitalism cannot survive.” 
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THE PRIVATE SECURITIES LITIGATION REFORM 
FROM A CRITICAL ACCOUNTANT’S 
PERSPECTIVE 

Abraham J. Briloff 

Bernard M. Baruch College, The City University of New York, New 
York, USA 


On December 22, 1995, the Congress of the United States, overriding a 
Presidential veto, enacted the Private Securities Litigation Reform Act of 
1995. The objectives of that enactment, which I euphemistically dubbed 
the "Accountants Relief Act" included: 

• Elimination of abusive practices in securities litigation; 

• Removing the incentives to participate in a business class action 
litigation; 

• New rules relating to the settlement process; 

• Attorney sanctions for pursuing meritless litigation; 

• A safe harbor for forward-looking statements or projections; 

• Limiting civil Racketeering Influence and Corrupt Organization Ac- 
tions; 

• A grant of authority to the SEC to prosecute certain aiding and 
abetting cases; 

• Limitation on damages; 

• Modification of joint and several liability. 

Before proceeding, by way of full disclosure, for years preceding the 
enactment, in testimonies before the United States Senate and House of 
Representatives, in writings and speeches, I inveighed against the 
legislative proposals which were then under consideration. 

I made clear my opposition to the legislative juggernaut, asserting that 
by continuing to press for a Congressional enactment to further limit 
the liability of auditors for their adjudicated professional misconduct the 
organized accounting profession and their lobbies were demonstrating 
that they were a most powerful special interest group with unbounded 
aggression and avarice. I said this because the accounting profession 
was already most effectively insulated from the consequences of their 
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lapses, including: 

• The US Supreme Court determination in Hochfelder v. Ernst & Ernst 
425US. 185 (1976) (“Hochfelder'’) a score of years ago holding that 
an auditor could be held responsible for his negligence only if it 
was determined that his conduct approached criminal fraud. That is 
how I interpreted the Court's scienter standard. 

• In April, 1994, the Court, in the Central Bank of Denver v. First 
Interstate Bank, 511 US 164 (1994) ("the Central Bank case") de- 
termined that, despite three score years of at least benign accep- 
tance of the notion that to knowingly aid and abet a fraud could 
subject the auditor to legal liability, that aiding and abetting notion 
did not apply. As a consequence, an auditor is now deemed to be 
culpable only if he is determined to be a primary conspirator or 
perpetrator; again, why this should not warrant a referral for a 
criminal probe is beyond me. In an earlier day such involvements 
have been thus referred, followed by trials, convictions and sen- 
tencing. 

• In various jurisdictions the auditors have been immunized because 
the plaintiffs could not demonstrate privity, i.e. direct linkage 
between the alleged miscreant and the euchred lender or investor. 

• More recently the states have enacted so-called LLCs (Limited Li- 
ability Companies, Corporations or Partnerships) — again, another 
protective concentric ring of immunization for the adjudicated mis- 
creants. 

• As something of a crie de coeur, I concluded my testimony before 
the US Senate Committee on Banking, Housing and Urban Affairs 
on 21 July 1993, relating to Private Litigation under Federal Securi- 
ties Laws on the following note: 

The thrust of this presentation can be summed up most succinctly, 
thus: 


"My profession has failed to recognize, or at least meaningfully to 
respond to, the responsibilities vested in it by society. To exacerbate 
that condition the regulatory and self-regulatory process which is re- 
quired to assure the effective functioning of the profession is severely 
deficient at all levels. Accordingly, the only meaningful deterrent left to 
protect society is the 'private attorney general' process, i.e. that of class 
action suits. 


If there are abuses in that process, we must leave it to the courts and, 
if appropriate, the self-regulatory process in the legal profession. 


Until my profession does, in fact actually meet its professional commit- 
ment, by performance rather than promise, I am opposed to the legisla- 
tive proposal designed to create a system of 'proportionate liability' for 
negligence, no matter how reckless the negligence, short of criminal 
fraud". 
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These endeavors on my part, however valiant, were to no avail. That 
which follows is hardly an objective evaluation of the 1995 enactment, 
in fact, it should be read as something of a polemic. 

The intensity with which the accounting establishment, pursued this 
legislation was evidenced by an article in the Legal Times for the week 
of April 17, 1995: 

"Tired of being parties to securities-fraud suits, the giant American 
Institute of Certified Public Accountants, which sets professional auditing 
standards and looks after its members' interests on Capitol Hill, has 
decided to fight back. Along with the Washington offices of the nation's 
six major accounting firms, the AICPA has enlisted a slew of lobbyists 
to make sure accountants who approve a company's annual financial 
statements don’t have to pay out large sums of money when it is their 
clients, not the accountants, who are at fault Quarterbacked by Mark 
Gitenstein, a former chief counsel of the Senate Judiciary Committee 
and a partner in the D.C. office of Chicago's Mayer, Brown and Platt, 
the accountants are mobilizing their membership to contact their repre- 
sentatives on the Hill. 'It's a huge piece of the action', says AICPA chief 
lobbyist John Hunnicutt, whose group also boasts a well-stocked political 
action committee. 'Virtually 80% of (lawmaker) contact going on is 
through our membership, large firms and small firms, both.' Working for 
the Big Six accounting firms, which also have their own Washington 
representatives, are several prominent lobbyists, including former Hep. 
Toby Moffett Jr. (D-Conn.), who now has his own lobby shop. Strategic 
Policy, Inc.; Michael Boland and Peter Madigan of Boland and Madigan, 
a subsidiary of Cassidy and Associates; and David Johnson of Johnson, 
Smith, Dover, Kitzmiller & Stewart". 

It should be noted in passing that this "accountants relief act" would 
have been enacted even without the November 1994 sea change, which 
transferred control of both Houses of the Congress from the Democrats 
to the Republicans. A principal sponsor of that legislation was Senator 
Christopher J. Dodd who also served as co-chairman of the Democratic 
National Comittee. 

This legislation was composed in the US Senate Committee on 
Banking, Housing and Urban Affairs, as S.240, under the aegis of 
Chairman Alfonsa D'Amato; but from all indications, it might well have 
been orchestrated in the offices of the American Institute of CPAs in 
Washington and/or Harborside and/or New York. Thus, the Accounting 
Establishment got all for which it was importuning before the Novem- 
ber, 1994, elections; and even more from the 104th Congress which was 
sworn in January, 1995. 

According to the legislative history compiled for the United States 
Senate ("the legislative history") the principle beneficiaries of the enact- 
ment were the accountants; they argued that; 

"Accounting firms particularly have been hard hit by securities litigation. 

The six largest firms face US$10 billion in 10b-5 claims. Their gross 
audit-related litigation costs amounted to US$783 million in 1992 — more 
than 14% of their audit revenues for that year. Former SEC Commis- 
sioner AA. Sommer, who heads the Public Overnight Board, the inde- 



pendent body that oversees the accounting profession's self-regulatory 
efforts, testified that in view of 'some recent judgments and the amounts 
being sought in pending cases, it is not beyond the pale to believe, and 
some responsible people do believe — that one or more major [account- 
ing] firms may ultimately be bankrupted/" 

That was a most cleverly crafted statement. 

We know, Al Sommer's "Chicken Little" and foreboding never came to 
pass. It was clear by the time it was enshrined in the Senate document 
that there was no such contingency. 

I do not question the US$10 billion figure; nonetheless, anyone with 
an even vicarious awareness of the legal process would know that 
"claims" mean nothing more than numbers entered into the complaint, 
they are not even "quick and dirty" or "bail park" numbers. 

But the especially disingenuous aspect has to do with the "$783 
million" 1992 gross audit-related costs. Note, first, that it is "gross" — 
presumably before deducting the sums absorbed by the malpractice 
insurers. Then, too, that hefty figure is presumed to include the premi- 
ums paid for the insurance, as well as the in-house counsel costs. 

But now, note that 1992 was the year that was identified by the 
welfare-supplicants; that happened to be the year when Ernst and Young 
agreed to the US$400 million settlement for their grievous S&L audit 
failures. 

But after all was said and done the Congress of the United States 
capitulated to the pleadings by the Accounting Establishment — hence the 
Private Securities Reform Act of 1995, to which I now turn. 

For the purposes of this Critical Perspectives on Accounting article I will 
essentially limit myself to a commentary relating to "Critical", "Perspec- 
tive" (mine) and "Accounting". Accordingly, that which follows is in- 
tended as a commentary on the provisions of the enactment which are 
especially relevant for the accounting profession; thus, I will avoid 
elaborating on those provisions which are essentially procedural, and are 
therefore primarily of interest for lawyers. 


The Grand Prize — "Separate and Proportionate” Liability 

Section 201 of the 1995 Act added a new section. Section 21 D, to the 
1934 Securities Act so as to supersede the prevailing "joint and several" 
standard by a "separate and proportionate" standard for assessing da- 
mages in private actions brought under the 1934 Act. It was this radical 
shift which was central to the AlCPA's aggressive quest for legislative 
relief. Pursuant to this new section, should the jury determine that the 
defendants' liability is US$100 million, for example, the jury would then 
be directed to determine the percentage of responsibility of each of the 
defendants "measured as a percentage of the total fault of all persons 
who caused or contributed to the loss incurred by the plaintiff". If then, 
the auditors percentage is determined to be 10%, their liability would be 



US$10 million, except that: if any of the other defendants are insolvent 
or their shares are otherwise uncollectible, their portion is then reallo- 
cated among the "deep pockets", excepting that the primary percentage 
may not be increased by more than 50% thereof, so that the auditors 
liability would be increased to US$15 million. 

There is also a "small claim" exception for individual plaintiffs with 
net worth less than US$200,000 and whose recoverable damage exceeds 
10% of net worth. 

Knowingly Committed a Securities Violation 

There is another, especially significant, exception: When it is determined 
that the auditors "knowingly committed a violation of the securities 
laws", they continue to be subject to the "joint and several" standard. 
The Congress then proceeded to define the phrase "knowingly commits 
a violation of the securities laws" most circumspectly thus: (A) a cov- 
ered person knowingly commits a violation of the securities laws with 
respect to an action that is based on an untrue statement of material 
fact or omission of a material fact necessary to make the statement not 
misleading if; 

1. that covered person makes an untrue statement of a material fact, 
with actual knowledge that the representation is false, or omits to 
state a fact necessary in order to make the statement made not 
misleading, with actual knowledge that as a result of the omission, 
one of the material representations of the covered person is false; 
and 

2. persons are likely to reasonably rely on that misrepresentation or 
omission; and with respect to an action that is based on any 
conduct that is not described in clause (1), if that covered person 
engages in that conduct with actual knowledge of the facts and 
circumstances that make the conduct of that covered person a 
violation of the securities laws, [emphasis supplied! 

But then the Act went Hochfelder "one better"; thus the late Chief 
Justice Berger included a pregnant footnote to his Hochfelder opinion to 
wit: 


"The term scienter refers to a mental state embracing intent to deceive, 
manipulate, or defraud. In certain areas of the law recklessness is con- 
sidered to be a form of intentional misconduct for purposes of imposing 
liability for some act. We need not address here the question whether 
in some circumstances reckless behavior is sufficient for civil liability 
under Section 10ib) and Rule 10b-5." 

The 1995 Enactment then proceeded to negate that contingency thus: 
"(B) reckless conduct by a covered person shall not be construed to 
constitute a knowing commission of a violation of the securities laws by 
that covered person." [emphasis supplied! 



755 


In short, only a conspiratorial involvement would continue to subject 
the auditor to the "joint and several" liability. Again, why this conduct 
should not invite a criminal indictment escapes me. 

It is more than a half century since I heard of this silly tale, and I 
never even thought of it in any context involving a SEC registrant. This 
absurdity went as follows: A CPA was requested to audit a company's 
books; he piled the books on the floor, stepped over them, and then 
certified, truthfully, of course: 

"I went over the books and found nothing wrong". 


CPAs as RICOs 

Section 107 of the Act excluded from conduct subject to penalties under 
Racketeer Influenced and Corrupt Organization Act that which would 
have been actionable as fraud in the purchase or sale of a security as 
a predicate offense under Civil RICO. 

The RICO Statute, 18 US Code Section 1962 (c) which was thus 
rendered nugatory makes it unlawful: "For any person employed by or 
associated with Ian interstate! enterprise. ..to conduct or participate, di- 
rectly or indirectly, in the conduct of such enterprise's affairs through a 
pattern of racketeering activity..." 

At first blush RICO should be something of an oxymoron when 
considered regarding independent auditors; after all that four-letter 
acronym was presumed to relate to organized crime— which ordinarily 
would not subsume CPAs. As it happened the accounting profession got 
something of a wake-up call in a March, 1993 decision of the Supreme 
Court of the United States in Reves etal. v. Ernst & Young, 507 US 170. 
That decision which went in favor of the auditors was the final stage of 
a convoluted legal proceeding involving trials of the facts and successive 
appeals to the Supreme Court. The plaintiffs were representatives of a 
class of noteholders of a Cooperative, the Farmer’s Cooperative of 
Arkansas and Oklahoma ("Co-op") for which Arthur Young (now part of 
Ernst and Young) served as the independent auditors for the years 1981 
and 1982. 

By way of background, the case went to trial in the United States 
District Court for the Western District of Arkansas on the state and 
federal securities fraud claims. The jury found that Arthur Young had 
committed both state and federal securities fraud, and awarded approxi- 
mately US$6.1 million in damages. The only part of this extended 
litigation which is relevant for present purposes is the appeal from a 
decision of the Appellate court denying the noteholders' claim for RICO 
damages. 

Before proceeding, by way of full disclosure, I was engaged as an 
accounting expert on behalf of the Co-op in the initial phase of the 
legal proceedings; I had no involvement in any of the subsequent 
appellate stages. 



756 


The essential facts which follow were culled from the opinions of the 
Supreme Court, both majority and dissent: 

• The Co-op's accountings for the years prior to 1981 were prepared 
and certified by Gene Kuykendall who was convicted along with 
the Co-op's former president, Jack White, for their felonious con- 
duct related to the Co-op. 

• The Gasohol project was initiated in 1979 by and for Jack White, 
individually; when it ran into serious financial difficulties it was 
taken over by the Co-op. 

• The dilemma confronting Arthur Young on its 1981 audit was to 
determine the cost to be assigned as the carrying value for the 
investment. Had the auditors booked the plant at its 1981 value, it 
would have been approximately US$1 million; but that would not 
have produced the optimal balance sheet, accordingly, they de- 
termined, on their own initiative, to book the asset at its aggregate 
cost as though it had been owned by the Co-op from "its incep- 
tion", i.e. at US$4.5 million. 

• Before the Court of Appeals, although Arthur Young disputed Reves' 
claim that it had been functioning as the Co-op's de facto chief 
financial officer, it did not dispute the District Court's conclusion 
that Reves had presented evidence showing that Arthur Young had 
created the Co-op's financial statements and had participated in the 
creation of condensed financial statements that were handed out 
each year at the annual meeting of the Co-op. Instead, Arthur 
Young argued that 

"Eelven if, as here, the alleged activity goes beyond traditional auditing, 
it was neither an integral part of the management of the Co-op's affairs 
nor part of a dominant, active ownership or managerial role". 


This brings us to the March 1993 Supreme Court decision: 

Mr. Justice Blackmun provided an exegetic analysis of the provisions 
of the statute and its legislative history and determined, for himself and 
six of his colleagues in favor of Arthur Young: 

"Examination of the statutory language in the light of pertinent dictio- 
nary definitions and the context of Section 1962(c) brings the section's 
meaning unambiguously into focus. Once it is understood that the word 
'conduct' requires some degree of direction, and that the word 'par- 
ticipate' requires some part in that direction, it is clear that one must 
have some part in directing an enterprise's affairs in order to 'par- 
ticipate, directly or indirectly, in the conduct of such... affairs'". 

In his dissent. Justice Souter, on behalf of himself and Justice White 
asserted: 

"By these actions, Arthur Young took on management responsibilities, 
for it thereby made assertions about the fixed asset value of White 
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Flame that were derived, not from information or any figure provided by 
the Co-op's management, but from its own financial analysis. "By as- 
suming the authority to make key decisions in stating the Co-op's own 
valuation of its major fixed asset, and by creating financial statements 
that were the responsibility of the Co-op's management, Arthur Young 
crossed the line separating 'outside' auditors from 'inside financial man- 
agers'". 

As my response to the judgment of the Justices: 

Visceraliy I side with Justice Blackmun and the majority; that is 
because I find it repugnant to have any of our colleagues required to 
wear the scarlet letters, "RICO". 

Intellectually, I side with Justices Souter and White in the dissent. 
That is because I recall that the ostensibly independent Certified Public 
Accountant who participated in the preparation of the condensed finan- 
cial statements, cropped so as to avoid disclosure of the Gasohol plant 
loss, also participated prominently at the annual meeting and failed to 
disclose the sad state of the Co-op's affairs. 

Beyond the Reves-AY matter, I believe the 1995 enactment went 
overboard in its providing that penalties are not to be imposed in any 
Federal Securities Law involvements. Thus, I can see a circumstance 
where a "crooked accountant" could team up with "a crooked under- 
writer", "a crooked lawyer", and "crooked management" to cook up a 
"crooked" securities fraud involving, say, a South Sea Bubble or Ponzi 
scheme. 


Section 101 Safe Harbor for Forward-Looking Statements 

Section 101 establishes a "safe harbor" protecting certain forward-look- 
ing statements from liability in private actions under the 1933 and 1934 
Acts, and grants the SEC authority to promulgate safe harbor rules 
under the Investment Company Act of 1940. 

The safe harbor provision protects written and oral forward-looking 
statements that "project, estimate, or describe" future events made by 
issuers and certain persons retained or acting on behalf of issuers. To 
be protected, the statement must be accompanied by notice that the 
information is forward-looking and that actual results may be materially 
different from such projections, estimates, or descriptions. 

The definition of "forward-looking information" is the same as con- 
tained in the SEC's present safe harbor rule which includes: 

• certain financial items, including projections of revenues, income, 
earnings, capital expenditures, dividends, and capital structure: 

• managemenfs statement of future business plans and objectives; 

• certain statements made in required SEC disclosure including man- 
agement's discussion and analysis and results of operations; and 

• any disclosed statement of the assumptions underlying the 
forward-looking statement. The SEC may expand the definition by 
rule or regulation. 

The safe harbor provisions do not extend to a number of areas here 
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deemed significant, to wit: (i) included in financial statements prepared 
in accordance with generally accepted accounting principles; (ii) con- 
tained in an initial public offering registration statement; (iii) made in 
connection with a tender offer; fiv) made in connection with a partner- 
ship, limited liability corporation or direct participation program offering; 
or (v) made in beneficial ownership disclosure statements filed with the 
SEC under Section 13(d) of the 1934 Act. 

The SEC may promulgate rules or regulations to expand the statutory 
safe harbor by providing additional exemptions from liability. This sec- 
tion also grants the SEC authority to recover damages on behalf of 
investors injured by reason of violations involving a forwardlooking 
statement not protected by the safe harbor. 


A Crumb for the SEC 

As noted earlier, the US Supreme Court in its 1994 decision in the 
Central Bank case aborted the long-standing "aiding and abetting" basis 
for a securities fraud claim. There was an important move to resurrect 
that basis; it was only partially successful, in that it was restored for 
the SEC. Thus section 108 of the Act added a new subsection to the 
1934 Securities Act so as to authorize the SEC to bring an action 
seeking injunctive relief or money penalties against persons who 
knowingly "aid and abet" primary violators of the securities laws. 


The Price — “Title III — Auditor Disclosure of Corporate Fraud” 

In order to attract the 67 votes required to override the President’s veto 
(68 votes were garnered), a section designed to require auditors to 
search for, and if necessary, disclose, fraud was included in the enact- 
ment. This took the form of Title III, Section 301 which includes: 

"(a) In General — Each audit required pursuant to this title of the finan- 
cial statements of an issuer by an independent public accountant shall 
include, in accordance with generally accepted auditing standards, as 
may be modified or supplemented from time to time by the Commission 


"(1) procedures designed to provide reasonable assurance of detecting 
illegal acts that would have a direct and material effect on the determi- 
nation of financial statement amounts; 


"(2) procedures designed to identify related party transactions that are 
material to the financial statements or otherwise require disclosure 
therein; and 


"(3) an evaluation of whether there is substantial doubt about the ability 
of the issuer to continue as a going concern during the ensuing fiscal 
year. 
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.... These objectives were accomplished, by the addition of Section 10a 
of the Securities Act of 1934: requiring independent public accountants 
to institute certain procedures in connection with their activities, if an 
accountant learns of an illegal act that may be "consequential’’ to the 
company, the accountant must provide this information to the company’s 
management. If management fails to act and the accountant determines 
that the illegal act would have a material effect on the issuer’s financial 
statements, the accountant must report the information to the board of 
directors. If the board fails to notify the Commission within one day, 
the accountant must notify the Commission the following day. Failure to 
provide this notification will subject the accountant to civil penalties. 

It is that Title III which has induced some angst for our auditor-col- 
leagues; they are, after all, comfortable in serving the role of "cheer 
leaders" for their clients, as a former SEC Chief Accountant asserted — 
and now they are being called upon to assume an adversarial role, as 
"sleuth" or possibly, "even informers". This was noted in a Wall Street 
Journal article (December 24, 1996), "Auditors Are Ending up between A 
Rock and A Hard Place over Securities Law noting that: 

"The Federal legislation puts auditors in an impossible position," says 
Mr. John Hughes, a Boston attorney who represents both investors and 
accountants in accounting malpractice cases. "So far, the AICPA has 
done nothing to help them because it doesn't want its members to be 
liable for this detective work." Dan Guy, the AICPA staff member in 
charge of audit rules, denies this charge. Mr. Guy does say that audi- 
tors must detect illegal acts that materially affect a company's financial 
statements, such as fraud, a requirement already in the AICPA rules." 


The AICPA has left standing older rules that could provide auditors with 
a justification for avoiding increased duties under the new law. AICPA 
rules state that auditors don't have to hunt for any illegal acts unless 
they first find a misleading number or omission on a company's finan- 
cial statements or receive information about misconduct. 


But the new law says they must indeed hunt for illegal acts, a 
spokesman for Senator Wyden notes, "if the profession can't regulate 
itself. Congress may revisit the new law to make damn sure auditors 
know what they’re supposed to be doing," the spokesman adds. 

So what will come from this new directive to truth, beauty and 
integrity in our corporate culture, and clear and compelling directive to 
my colleagues in practice to assure the fulfilment of that idyllic stan- 
dard? My response is that it's all deja vu. This cynical response goes 
back more than a score of years to the enactment of the Foreign 
Corrupt Practices Act of 1977 ("FCPA"). That enactment was prompted 
by manifestations of perfidious conduct by persons at the highest levels 
of Lockheed, Northrop, Gulf Oil and ITT etal. 

The FCPA was designed to prohibit what President Carter called "ethi- 
cally repugnant and competitively unnecessary" conduct. Along with 
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prohibiting companies from engaging in certain corrupt practices with 
respect to foreign officials, the act amended Section 13(b) of the Securi- 
ties Exchange Act of 1934 to require reporting companies to make and 
keep accurate books and records and to establish and maintain a sys- 
tem of internal accounting controls which meet certain objectives. 

Surely, this legislation should have given rise to a hosanna from my 
colleagues in practice; the Congress had given legislative approval to 
our auditing standards pertaining to internal control. Our corporate clients 
were told that henceforth their endeavors to mislead us might lead to 
criminal indictments and even convictions. This was something which 
many of our auditing colleagues were urging in the wake of corporate 
Watergate. How did the accounting profession respond to this new 
congressional mandate? 

Sadly, this new cloak of authority and legitimacy for our profession 
was too heavy for our shoulders. In any event, our colleagues de- 
termined to join with corporate managements in resisting the endeavors 
by the Securities and Exchange Commission to implement the legisla- 
tion. 

The SEC in 1979, in line with what it saw as Congress's intent, 
proposed that, after December 14 1979, annual reports should contain a 
statement from management saying the internal controls provided "rea- 
sonable assurance" of achieving their objectives, and a year later should 
contain an auditor's certified opinion on this management statement. 

Subsequently, the Commission recanted; it issued a June 6, 1980, 
"Statement of Management and Internal Accounting Control: Withdrawal 
of Proposed Rules". This move was motivated in part, by the SEC's 
"determination that the private sector initiatives... have been significant 
and should be allowed to continue". 

The Commission said it will be studying the progress of these "private 
initiatives" over a three-year period, and then will give further considera- 
tion to any required rule making. 

Well, it is now more than a score of years since that enactment, and 
only 18 years since the SEC was going to study the progress in the 
private sector. So if the "past be prologue" we should expect to revisit 
the issue in 2017 or thereabouts. 

And now the Congress has, in fact, mandated that the SEC move 
with only deliberate speed in implementing the 1995 mandate of Title 
III; from the Senate's legislative history of the 1995 enactment: 

"The [Senate] Committee does not intend to affect the Commission's 
authority in areas not specifically addressed by this provision. The 
Committee expects that the SEC will continue its long-standing practice 
of looking to the private sector to set and to improve auditing stan- 
dards. The SEC should not act to 'modify* or 'supplement* generally 
accepted auditing standards for SEC registrants until after it has de- 
termined that the private sector is unable or unwilling to do so on a 
timely basis. The Committee intends for the SEC to have discretion, 
however, to determine the appropriateness and timeliness of the private 
sector response. The SEC should act promptly if required by the public 
interest or for the protection of investors." 
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In February 1997, the AlCPA's Auditing Standards Board issued SAS 
82, "Consideration of Fraud in a Financial Statement Audit". It might 
have been expected that that statement, in view of the timing and 
circumstances, would have sounded a clarion call for the auditors to 
comply with the objectives of Title III. 

The statement refers to the auditor's responsibility to "plan and per- 
form the audit to obtain reasonable assurance about whether the finan- 
cial statements are free of material misstatement, whether caused by 
error or fraud". We are then informed that SAS 82 is intended to 
"provide guidance to auditors in fulfilling that responsibility, as it relates 
to fraud... " In sum, rather than as the directive called for by Title III to 
move aggressively to ferret out fraud, the SAS is essentially an exercise 
in "sensitivity training", i.e. to improve the auditors' olfactory sense so 
as to smell a Stygian Swamp should it exist in a client's situation, 
unless it is how to step gingerly should there be an Augean Stable. 

The SAS does however, pay its respects to the 1995 enactment by a 
footnote to paragraph 40 which relates to the possibility of communicat- 
ing the existence of fraud to parties "outside the entity" including 
"reports that may be required, under certain circumstances, pursuant to 
the Private Securities Litigation Reform Act of 1995 (codified in Section 
10A(b)1 of the Securities Exchange Act of 1934) relating to an illegal act 
that has a material effect on the financial statements...” 

On 12 March 1997, the SEC published its Rule 10-a to Regulation S-X, 
to give effect to the Title III enactment. That rule did nothing more than 
track the provisions of Section 301 excepting that it did add the ad- 
dresses to which the relevant notices were to be directed. 

That there is just such an urgent and compelling need for the intensi- 
fied dedication to the independent audit responsibility on the part of our 
Accounting Pentagon, i.e. the Big Five, is vividly demonstrated by an 
item from Dow Jones on July 14, 1998, as this essay is going through 
some final editing (though it is likely that there would be corresponding 
horror stories whenever the final editing would be in process): 

That item (ellipses omitted! follows: 

"Cendant Corporation (NYSE:CD) announced today it believes that ac- 
counting irregularities at the former CUC International ("CUC") were 
greater than those initially discovered by Cendant management in April 
of this year. "We have now received evidence that for at least the last 
3 years the financial results of the former CUC reflected a continuing 
program of false entries which misrepresented the financial performance 
and condition of that company," said Michael P. Monaco, Vice Chairman 
and Chief Financial Officer of Cendant. 


"These accounting practices were widespread and systemic and affected 
the accounting records of ail the major business units of CUC," he 
continued. "Information recently reported to us by independent investiga- 
tors from Arthur Andersen, confirmed by work done by Deloitte & 
Touche, led us to increase our estimate of these accounting irregulari- 
ties, which the Company and its auditors define as accounting errors 
made with an intent to deceive. 
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"Our previous estimate of the irregularities, developed in April, relied 
heavily on the mid-level CUC managers who helped us discover this 
problem." said Monaco. "The newly discovered irregularities involve 
practices that were uncovered by the subsequent investigation." 


In addition, Cendant's investigation now confirms that accounting irregu- 
larities existed in CUC's financial statements in years prior to 1997 and 
that in addition to 1997, 1996, and 1995 results will be restated to 
correct irregularities. 


"Cendant's probe of CUC's financial records, while not finished, is subs- 
tantially complete," Monaco continued. "Arthur Andersen is expected to 
provide a report to our Audit Committee in two weeks, and Cendant 
expects to issue full restated and audited historical financial statements 
in early August". Deloitte & Touche act as principal independent accoun- 
tants to Cendant and has replaced Ernst&Young as the auditor of these 
historical statements. 


Arthur Andersen's forensic audit was commissioned by Willkie Farr & 
Gallagher as part of its overall investigation of the accounting irregulari- 
ties on behalf of the Audit Committee of the Cendant Board. The Audit 
Committee's report of that investigation should be completed in August. 


Cendant also continues to cooperate with the Securities and Exchange 
Commission and the United States Attorney's office in Newark in their 
investigations of these matters 


"The combined efforts of Cendant, Arthur Andersen and Deloitte & 
Touche have delivered a level of accounting scrutiny several orders of 
magnitude greater than that afforded by a normal audit process," said 
Monaco. "We are of course outraged by these most recent findings. 
However, the length, breadth and depth of the investigation ordered by 
our Board and management have now proven its worth by uncovering 
additional systemic irregularities beyond those initially discovered and 
immediately disclosed by Cendant management. We believe our 
thoroughness will benefit our shareholders and help restore confidence 
in our Company's prospects and financial results". 

The Accounting Irregularities: 

• Irregular charges against merger reserves. Operating results at the 
former CUC business units were artificially boosted by recording 
fictitious revenues through inappropriately reversing restructuring 
charge liabilities to revenues. Many other irregularities were also 
generated by inappropriate use of these reserves. 

• False coding of services sold to customers. Significant revenues 
from members purchasing long-term benefits were intentionally mis- 
classified in accounting records as revenue from shorter-term 
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products. The falsely recorded revenues generated higher levels of 
immediately recognized revenues and profits for CUC. 

• Delayed recognition of cancellation of memberships and 
"charge-backs" !a charge-back is a rejection by a credit card-issuing 
bank of a charge to a member's credit card account). In addition 
to overstating revenues, these delayed charges caused CUC's cash 
and working capital accounts to be overstated. 

• Quarterly recording of fictitious revenues. Large amounts of ac- 
counts receivable entries made in the first three quarters of 1997 
were fabricated, had no associated clients or customers and no 
associated sale of services. This practice also occurred in 1996 and 
1995. 

The Accounting Errors: 

• Cendant, working with Deloitte & Touche, has also discovered ac- 
counting errors in CUC's financial records that are not classified as 
accounting irregularities. These accounting errors include inappropri- 
ate useful lives for certain intangible assets, delayed recognition of 
insurance claims, and use of accounting policies that do not con- 
form to generally accepted accounting principles. 

A July 22, 1998, Wall Street Journal (p. A3) captioned "Cendant's 
Former Auditor suggests it was misled" informs us that.... "Ernst & 
Young sought to distance itself from fraud disclosures at the franchising 
and marketing concern, suggesting for the first time that its auditors 
were misled by company management". 

The article concluded with the following observation: "Even so, ac- 
counting watchdogs say Ernst should have caught CUC's accounting 
problems. Even if they can't see the swamp, they should be able to 
smell it because the amounts are so gigantic. It's not a case of walking 
away with a petty cash box, said accounting expert Abraham J. Briloff. 
'If they cannot detect an enormous fraud of this nature, then pray tell 
what is the role of the independent auditor?'" 

So it is that Arthur Andersen has been thus identified as the gallant 
white knight committed to the ferreting out and destroying the forces of 
evil and perversity. However, I cannot avoid recalling that it is that very 
firm which has all too frequently been identified as allied with those 
very same forces. 

Is this yet another case where a fox has been sent in to clean out 
the hen house? 

During the hiatus between the submission of the manuscript (July, 
1998) and the receipt of the proofs (January 1999) there were two 
developments which are noteworthy in this context. 

First, in August Arthur Andersen submitted its report as Cendant's 
"Certified Independent Forensic Auditor" with the following as its open- 
ing gambit: 

Throughout the Restatement Period (1395—1937) numerous accounting 

irregularities and improper accounting practices occurred which had the 
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effect of inflating revenues or decreasing expenses. The irregularities 
were pervasive. 


The information that has been obtained indicates that the purpose of 
many of the irregularities was at least to conform CUC's publicly-re- 
ported results to Wall Street's earnings expectations. During the Restate- 
ment Period, operating income was improperly inflated by an aggregate 
of approximately $500 million before taxes, which represents one-third of 
the total operating income reported by CUC. 

Then, mirabile dictul During October it was disclosed that "Chain 
Saw" Albert J. Dunlap's extraordinary earnings accomplishments at Sun- 
beam Corp. were attributable more to some "heavy lifting" in the 
accounting department than with his restructuring capabilities. Thus, from 
a Barron's article dated October 26: 

Sunbeam's long-awaited restatement of financial results under deposed 
chairman Albert J. Dunlap was disclosed last week after four months' 
work by two accounting firms. It cuts the home-appliance company's 
reported 1997 profit by nearly two-thirds, to $38.3 million or 44 cents a 
share, from the previously reported $109.4 million or $1.25. 


The restatement also boosts this year's first-quarter loss to $54.1 million 
or 63 cents a diluted share from the earlier $44.6 million or 52 cents. 

And then, from a December 1 Wall Street Journal article: 

Delray Beach, Fla — Sunbeam Corp. dismissed Arthur Andersen LLP as its 
independent auditor and named Deloitte & Touche LLP to audit 1998 
results. 


The struggling appliance maker recently restated its financial results for 
1996, 1997 and the first quarter of 1998 — periods during which Albert J. 
Dunlap presided as Chairman and Arthur Andersen served as indepen- 
dent auditor. 


Industry observers said the move could pave the way for Sunbeam to 
file suit against the New York Accounting firm, alleging auditing deficien- 
cies. 

And so the "White Knight" in the Cendant saga became the "Black 
Knight" in the Sunbeam drama; Deloitte & Touche, the Cendant "Grey 
Knight" turns up as the Sunbeam "White Knight." 


Coda 

in the wake of the 1995 enactment class action litigation involving 
securities moved to the courts of the various states where the plaintiffs 
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still enjoyed their traditional prerogatives — much to the dismay of the 
accounting establishment and their stalwart supporters; whereupon they 
moved to the Congress to importune for additional relief. 

The Congress moved to accommodate these pleadings from their 
constituents with legislation dubbed "Securities Litigation Uniform Stan- 
dards Act," to establish uniform regulations across state lines, consistent 
with those in the 1995 enactment, thereby making it more difficult to 
file these securities suits in state courts as well. 

There is an ironic incongruity in all this. Thus, the major thrust in 
recent years by the Congress, the Accounting Establishment, ef al. was 
towards deregulation, getting the Federal government "off the backs" of 
private enterprise, inducing a further devolution of power from Washing- 
ton to the State Capitols. However, as Emerson informed us, "a foolish 
consistency is the hobgoblin of petty minds" — and no one should ac- 
cuse the Congress or the Accounting Establishment of having such 
minds, especially where their deep-pocket constituencies are involved. 

This legislation was enacted on November 3, 1998 as the "Securities 
Litigation Uniform Standards Act of 1998." 
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EXHIBIT B 

Abraham J. Briloff, Ph.D., CPA 

Emanuel Saxe Distinguished Professor Emeritus 

Outline of Remarks 

Securities and Exchange Commission Hearings 

September 20, 2000 
Re: Comment File No. 87-13-00 


1. Historical Perspective 

a. Effectiveness of Accounting Communication . (Praeger, 1967) 

b. Letter to Senator Charles Schumer, July 31 , 2000 relating to the 
Controversey and various related materials 

2. The Hubris of the Accounting Establishment 

a. “Prove the Negative” 

b. Would we accept a corresponding challenge in: 

1 . The Executive, Legislative or Judiciary Branches of our 
Government? 

2. For tire manufacturing, healthcare, food and drugs, 
journalism, ....... 

industries? (fill in the blanks) 
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3. The “Perception” vs. “In Facf Mantra 

a. A case of Denial and/or Hyperbole and/or Disingenuousness and/or 
Mendacity 

b. Some cases of “In Facf 

1 . From my Unaccountable Accounting (Harper & Row, 1 972) 
Westec, “Back Office Mess in Wall Streef 

2. More recent examples Arkansas and Oklahoma 

• Farmers Cooperative (leading to RICO proceedings 
before the U.S. Supreme Court case involving Arthur 
Young) 

• Disney Accountings as discussed in my Barron’s article 
(March 23, 1998) 

• I sense that the conflict existed in the CUC (Cendant) 


controversies 
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4. Quo Vadis ? 

(In descending order of preference) 

a. Absolute Divestiture, i.e., No “Strategic" or Other Entangling 

Alliances 

And then demand that the profession of certified public 
accountancy re-dedicate itself to the independent audit as 
surrogates in behalf of all stakeholders. This is the covenant which 
we are presumed to have undertaken with society - let us fulfill it 
without let or hindrance. 

Such a rededication to the CPA as a professional should put 
an end to our quest for an XYZ license. 

Further, the renaissance of the independent audit as a vital 
social responsibility should prove salutary for relevant research and 
teaching of accountancy gua accountancy in the groves of aademe. 

b. Assure Absolute Transparency: 

• The independent audit committees should be required to 
disclose to the stockholders, et. al. . all arrangements with the 
independent auditors and the related fee arrangements. (It may 
also be appropriate for the committee to report to the 
shareholders, et. al, regarding the sensitive areas of discussion 
called for by the Kirk Report) 

• Ban any agreements of confidentiality in the wake of judgments 
as settlements involving auditors’ liability 
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c. Abort the requirement for an audit by independent (sic!) certified 
public accountants and proclaim “CAVEAT EMPTOR!” (Here my 
“accountancy manifesto for the Third Millennium “ (Accounting 
Today . March 13 - April 2, 2000) would be relevant. 
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Foreword 

T he Effectiveness of Accounting Communication should 
have an important and salutary effect on the practitioners 
of accountancy. Abraham J. Briloff has identified the 
underlying questions which arc serious, even critical. They lake 
me back to the days when corporation finance was my preoccu- 
pation and the teaching of accountancy a hobby. Of the ques- 
tions posed by this book, the most fundamental is the accurate 
and true determination of the economic facts of corporate 
operations, and die interpretation, dissemination, and fair ex 
press inn of such data to those who are entitled to know. The 
inability to determine the persons in interest to whom the at- 
testing accountant holds himself to be responsible is alone 
destined to contribute to the deterioration of confidence in the 
accountant’s product. 

Looking back and beyond the present crises in accounting 
practice, this work searches for a definition of the true respon- 
sibilities of the auditor in terms of the economic society in 
which he practices. About a third of a century ago, Gardiner 
C. Means described the changes in the fundamental character 
of the "Modern Corporation" brought about through the 
growth of the corporate complex. This development has since 
been characterized by Adolf A. Derle as a "Power Without 
Property" dichotomy. It is in Lhis context that the accounting 
profession must search for its ultimate identity. Unless it really 
comes to grips with these economic developments it will not be 
able to fulfill the role which is so vital to our society. 

Nearly thirty years ago, while Chairman of the Securities and 
Exchange Commission, I advocated a system of paid directors 
to harmonize the various elements of public interest which con- 
verge in the modern corporation. I then observed tiiat while 
these elements may superficially appear to conflict, the funda- 
mental interests of all social groups are identical over the long 
term. While the corporate officer should be expected to recog- 
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ni.e these principle, he may be too «lo,e 'o h» • 1 
beyond it, immediate neceisitle,. Bnt the paid d'oetor 1 
noted, "need not be afflicted vtilK tod. neaellghrednerelt 
would indeed be one ol the detect, which he would be pa.d 

"r Briloit seek, to vest the indepeodent audiior with a per- 
vasive obligation — one which extend, beyond hu parody tela, 
tiomhip to hit client per re, and to all those entitled to have 
acces. ro the toll and fair dimlolure ol the tael, e>t oo'porato 
Activity. Thil, then, i, the logical detention to the independent 
auditor ot the role which I suggested tor the "pa.d director. 

To that end. Mr. Briloit urge, hit colleague, to [motile the 
hittorian in the w,„ in which he develop, hi. comtmtmenl and 
pineries hi, “call," and to develop a philosophy going beyond 
the all too prevalent "vulgar pragmatism." 

The author demands an understandably high pr« of the 
attesting accountant, who i, preparing hrma.lt to InfflU thr, 
esren.J role. He expect, him to undergo a rt.ualia m purg- 
ing" and to inrego the ..ward, which otay be derived from the 
rendering ol management service, and the other peeipher. 
services’’ which he describes. . 

The burden, which Mr. Briloit pul, upon the protenion are 
substantial; but. as he desnonsttasea. our economic society ts in 
urgent nerd ot this service. It the accounting P™'™"" d ™ 
nre respond ellec.ivel, to the challenge, psesensed. here may 
l: litilealter native but to have ptusibly a new profeas.on till 

'by-h ^functioning ol our capitalistic society i, rooted in com 
Sdence in tho.e It. whom power i, delegated. That reqmre, a 
[, suctioning system of checks and balances; and sh.l sn turn 
demand, the eSccli.eness of communication between and 
among the various elements in the sooty and system, n that 
communication the accountant should play a ernna! role. 

WILLIAM O. DOUGLAS 


VIII 
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Old Myths and New Realities 
in Accountancy 


Abraham ]. Briloff 


T he title theme for this paper is de- 
rived from the opening gambit of 
Senator Fulbright’s speech delivered 
to the Senate of the United States early in 
1964, before he became the center of cur- 
rent controversy, which begins: 

There is an inevitable divergence, attributable to 
the imperfections of the human mind, between 
the world as it is and the world as men perceive it. 
As long as our perceptions are reasonably close to 
objective reality, it is possible for us to act upon 
our problems in a rational and appropriate 
manner. But when our perceptions fall to keep 
pace with events, when we refuse to believe some- 
thing because it displeases or frightens us, or is 
simply startlingly unfamiliar, then the gap be- 
tween fact and perception becomes a chasm, and 
action becomes irrelevant and irrational. 1 

So began Senator Fulbright's address 
now known as “Old Myths and New Real- 
ities.” What old myths in accountancy pre- 
vent us from seeing reality, thus producing 
gaps between perception and fact, so that 
our action becomes irrelevant and irra- 
tional? 

This paper will consider three such di- 
vergencies. The first is what I describe as 
the “Gap in GAAP,” whereby our special 
idiom, generally accepted accounting prin- 
ciples, fails to serve as an effective medium 
for common understanding. This linguistic 
gap precludes the comprehension of the 
message being communicated to those who 
require this understanding as an incident 


to their decision making in a great many 
areas of our economic existence. Corre- 
spondingly, this state of Babel prevents 
management from discharging its respon- 
sibility to account regarding its steward- 
ship to those who have delegated the con- 
trol over the entity’s property. 

The second such contrast between per- 
ception and fact can be discerned in the 
presuppositions on the part of even the 
sophisticated members ~of the financial 
community regarding the nature and ex- 
tent of the auditor’s involvement in the 
determination of the statements of finan- 
cial condition and operations — statements 
which the auditor represents only as being 
fairly presented, but which the community 
presumes to be fair in fact. 

The third such dichotomy revolves 
about the profession’s presumption that 
the financial community knows of our in- 
volvement in a whole circle (or is it circum- 
ference?) of peripheral services to manage- 

1 T. W. Fulbright, Old Myths and New Realities 
(Random House; 1964), p. 3. 


Abraham J. BrilejJ is engaged in public 
practice and is Adjunct Professor of Ac- 
countancy at the Bernard M, Baruch School 
of Business and Public Administration, 
City College, New York. 
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Sloff: Realities in Accountancy 


Tabus 1 

Suixmaey Of Respondents 


T he Financial Community 


The Accounting Profession 


flresuneat analysts with advisory services, and 
' racial writers IS 


11 

13 


jvestment analysts with brokerage firms. . 

^j^estment analysts with banks. .......... 

I Vestment analysts with mutual funds, insurance 
inpanies, and associations 18 

hers, including officials with governmental agen- 
S, lawyers engaged in securities underwriting IS 


iota!. 
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Practitioners of accountancy 

With the "Big-8" firms 17 

With other firms. . 14 

Total practitioners. 31 

Professors of accountancy 21 

Others, including financial executives of publicly 
owned corporations, executive personnel with the 
American Institute of CPAs 12 

Total 64 


t int and that this community concurs in 
e profession’s view that this involvement 
Ibes not adversely affect the independence 
the auditor. 

As will become apparent from the dis- 
cussion. that follows, this crisis in commu- 
iications exists not only between the pro- 
:ssion and the users of the financial state- 
ments (so as to produce a crisis in confi- 
: ence and integrity) but also extends to a 
failure on the part of the various segments 
jr sectors of the profession to reach a com - 
'moil understanding among themselves. 

Vrke Research Leading to this Analysis 
First, let me describe the primary re- 
search study which produced the data in 
which my subsequent discussion is rooted. 
For the purposes of this study a question- 
naire composed of three categories of 
questions was developed, as follows. 

The “A” series of questions (consisting 
of about 50 critical questions) was general 
in nature and sought to determine (1) the 
respondents’ views regarding the present- 
day economic environment and (2) their 
understanding of, and degree of satisfac- 
tion with, the services rendered by ac- 
counting firms for the corporate entities 
whose statements are then the subject of 
independent audit by such firms. 

The “B” series of questions sought to 


determine (1) the respondents’ satisfaction 
with the way in which our underlying 
theory evolves, and (2) their views on the 
extent to which this theory is understood 
and accepted. (This series also called for 
some 50 critical responses.) 

The “C” series of questions set forth 
various business transactions and events 
in those areas which are now considered to 
be the subject of major reappraisal by the 
profession (e.g.. Life, long-term leases, 
business combinations, depreciation, and 
pension cost). This series, calling for 100 
responses, determined whether the users of 
the financial statements shared the aware- 
ness and concern of the statement-pre- 
parers regarding these problem areas. 

The research reported and analyzed the 
responses received from 136 respondents, 
of whom 72 were from the financial com- 
munity and the remaining 64 were from 
the accounting profession; these respon- 
dents are subdivided into their special 
identification within the community or the 
profession, respectively, in Table 1 above. 

I believe it more than a conceit to say 
that the quality of the respondents who 
were willing to give from three to five hours 
for responding to the questionnaire calling 
for some 200 critical responses was gratify- 
ing beyond the dreams of a researcher’s 
avarice. To justify this felicity it might 
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first be noted that seven of the respondents 
from the profession are included in the 
Cumulative List of Officers which intro- 
duces the SOth Anniversary Membership 
Roster of the American Accounting Asso- 
ciation. And as to the respondents from the 
financial community, fully 68% of them 
are members of the Financial Analysts 
Federation; 14% possess the degree of 
Chartered Financial Analyst. (That one 
out of seven Is a CFA can be seen to be 
an extraordinarily high ratio when we real- 
ize that the degree-granting institute was 
incorporated only about a year preceding 
the time of the research.) 

Consideration of the Gap in GAAP 

Returning to the mainstream of this 
paper, the demonstration of the preva- 
lence of old myths in the face of new real- 
ities, I shall consider the first such polari- 
zation, the one which I consider to be the 
basic roadblock to effective communica- 
tions, namely the “gap in GAAP’’ (gen- 
erally accepted accounting principles) . 

In this specific connection, the Series 
“C” questions were intended to determine 
whether the standards set forth by John L. 
Carey in 1962 (The Accounting Profession: 
Where Is It Beaded? page 54) as “the keys 
to successful data communication” are 
being met. These "keys” included : (1) The 
issuer and user of economic data must 
have an understanding as to standards for 
measurement and summarization. (2) The 
communication must be intelligible to the 
user. 

While the Long-Range Objectives Com- 
mittee of the Institute determined, after 
considering these keys, that “the attest 
function is being discharged, on a Con- 
stantly widening scale,” my study demon- 
strated that this self-approbation is not 
Warranted. Instead, the responses showed 
that there are major divergencies (“ma- 
jor” being presumed to mean a divergence 
“in excess of 20 percentage points" 2 ) in the 


The Accounting Review, July lfx* 

understanding of the accounting for the 
following: 

Extraordinary income 
Long-term leases 
Life inventories 

Accounting for oil and gas operations 

Pooling of interests 

Associated entities 

Accounting for pension cost 

Depreciation accounting 

Accounting for research and development cost 

Other evidences that the gap in GAAP 
had widened into a chasm were also dis- 
cerned from the responses to the question 
where the respondents were asked: “For 
the purpose of this question assume that 
... a body of generally accepted accounting 
principles does exist. In your opinion . . . 
to which of the several groups described 
below are these principles reasonably well 
known?” 

The respondents indicated that they be- 
lieved the body of GAAP to be reasonably 
well known to various “user-groups” as 
tabulated in Table 2. 

It might well have been expected that 
accountants with the SEC would be pre- 
sumed to be thus knowledgeable; interest- 
ingly, these accountants themselves have, 
at times, been far less pretentious. So it is 
that two years ago the Chairman of the 
Securities and Exchange Commission, 
William Cary, and its Chief Accountant, 
Andrew Barr, were asked by Congressman 
Staggers, who was chairman of the sub- 
committee considering further investor 
protection, to file with his committee a 
statement of the areas of accounting where 
alternative practices could produce mate- 
rially different results — all under the um- 
brella of GAAP — and also to give their 
conclusions as to the significance of each 
area. The response of Messrs. Cary and 
Barr was that while they could supply the 

* Tills meaas that the percentage from the financial 
community responding affirmatively varied by more 
than 20 percentage points from the corresponding per- 
centage for the accounting profession. 
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tered financial analysts 

estmebt advisers generally 

inomisM generally 

vernment personnel with regulatory agencies. 

vidual investors generally 

itemeis men” with stock brokerage firms. . . 
untants with the SEC 


From the 

Financial Community 


From the 

A ccounting Profession 


Yes 

No 

Yes 

No 

71% 

20% 

55% 

28% 

40 

42 

17 

67 

24 

50 

5 

83 

40 

38 

28 

59 

4 

89 

3 

95 

3 

83 

2 

89 

93 

3 

94 

6 


ommittee with the examples, the cases, 
e situations, where there are divergen- 
jes, they could not “promise to do a very 
tisfactory job on the second phase” of 
easuring the impact of these divergen- 

Should it, therefore, have come as a 
Surprise when J. Howard Laeri, Vice 
hairman of the First National City Bank, 
peaking to credit grantors, asserted that: 
'Altogether, there is a considerable audit 
ap, which unfortunately will not be filled 
%y verbal reform. . . . The audit gap must 
jbe filled, nevertheless. In his book on the 
jjaccuracy of economic statistics, Oskar 
j-Morgeostern wrote that ‘the investor 
f should be the first to insist on the introduc- 
j tion of a modern spirit into this sadly 
I stagnant field.' ” 4 

This criticism came especially hard for 
the profession since we have been told 
that we should recognize a shift in the 
"vital center” of the audience for our 


Accountancy , which concluded with the 
lament of an unrequited lover, “But why 
should you kick me down stairs?” 7 

So it is that we are confronted on the 
one hand with a series of indictments, ex- 
pressed or implied, from knowledgeable 
persons outside the profession — while on 
the other we are told, let’s move with only 
deliberate speed, let’s patch up here and 
there, let’s have another inventory and 
some more recapitulations of alternatives, 
issue some additional opinions (sometimes 
conflicting and contradictory), frequently 
phrased in terms fitting for an oracle So 
that one can derive whatever counsel one 
is seeking. All this, mind you, when even 
the Chief Accountant for the SEC is con- 
strained to demur in a request that he 
evaluate the significance of alternative ac- 
counting practices. 

The Communications Gap Regarding the 
Auditor’s Responsibility 


financial statement communication from 
One which is broad-based, from one rooted 
in the people generally, to an elite com- 
prised of the professional analysts, etc. 
The recognition of such a shift has been 
urged by Mautz and Sharaf* and Corliss 
Anderson* among others. When, therefore, 
someone in this very hierarchy expressed 
disapprobation in no uncertain terms, his 
address was met with an editorial response 
in the March, 1966, issue of The Journal of 


So much for the first of these divergen- 


* Hearings before a Subcommittee of the Committee 
oa Interstate and Foreign Commerce, House of Repre- 
sentatives, 88th Congress, 1st and 2nd Sessions, on 
HR 6789, HR 6793, P 1642. p. 1298. 

* “The Audit Gap, 1 ' id address given before the A BA 
Credit Policy Committee, New York City, February 1, 
1966. 

* R. K. Mautz and Hussein A, Sharaf , The Philosophy 
0/- Auditing (American Accounting Association, 1961), p. 


* Corliss D. Anderson, Corporate Reporting for the 
Professional Investor (The Financial Analysts Federa- 
tion, Aubumdale, Mass., 1962). Foreword. 

*Atp. 32. 
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Table 3 

Respondents' Views Regarding Meaning of Clause “Present Fairly . . 


From the Financial From the Accounting 
Community Profession 


The clause “present fairly - ... in conformity with GAAP” means that in 
the auditor’s opinion; 

The statements are both fair and in accordance with GAAP 

The statements are fair because they are in accordance with GAAP. .. . 

The statements are fair only to the extent that GAAP is fair 

None of the foregoing ; . 


44 

34 

22 

30 

28 

20 

6 

16 


cies, that of the disparity between the word 
as it is meant and its meaning on hearing, 
and turn to the second of the gaps se- 
lected: that of the divergence between the 
presumptions regarding the auditor’s role 
as held by the financial community and the 
role as we know it to be. 

Of course, the report of the “Seidman 
Committee” 8 probing the functioning of 
the Accounting Principles Board, promul- 
gated in 1965, alluded to this problem 
when it asked (without answering) the 
meaning of the critical words in our cer- 
tificate which assert that the statements 
are “presented fairly in accordance with 
generally accepted accounting principles.” 
The questions which that committee asked 
are identical with those directed to the 
respondents by my questionnaire, with the 
results shown in Table 5 above. 

The data in Table 3 demonstrate that 
neither the statement-preparers nor state- 
ment-users can develop anything ap- 
proaching a consensus as to whether the 
key clause of the auditor’s certificate, the 
very hallmark of his professional labors, 
means that (1) the statements are both fair 
and in accordance with GAAP; (2) they 
are fair because they are in accordance with 
GAAP; (3) they are fair only to the extent 
that GAAP is fair. As of the time of this 
writing the APB has not, to my knowledge, 
responded to this challenge advanced by 
the Seidman report. 

Let us move from the general to the spe- 
cific to probe the responsibility which the 
auditor accepts as an incident to his attest 


function. We especially explore the chasm 
which prevails between the statement-user 
and statement-preparer in this connection. 

We, of course, know full well that “the 
accounts of a company are primarily the 
responsibility of management.” 9 This 
premise and the implications thereof are 
pointed up dramatically by Dwight 
Ladd. 10 Similarly, a partner of one of the 
major accounting firms observed that “the 
auditor is not required to state that the 
principles followed were proper or that, in 
his opinion, the financial statements give 
a fair presentation ... it is possible that 
the individual auditor may actually believe 
that the statements are not fairly pre- 
sented.” 11 Herbert E. Miller 12 and Leonard 
Spacek 18 have also had occasion to dero- 
gate the present arrangement for state- 
ment responsibility, or rather the failure 
to fix such responsibility. 


* Report of Special Committee on Opinions of the Ac- 
counting Principles Board, Presented to Council of the 
American Institute of Certified Public Accountants, 
Spring 1965., p. 14. 

* Accounting Research and Terminology Bulletins, 
Pinal Edition (American Institute of Certified Public 
Accountants, 1961), p. 10. 

w Dwight R< Lada, Contemporary Corporate Account- 
ing and the Public (Richard t). Irwin, Inc., 1963), pp. 
164-5. 

u John L. Henuessy, "Unrealities in Accounting Re- 
porting” ia Proceedings of the Eighth Annual Institute of 
Accounting, University of Colorado, Boulder, 1961, p. 
12 . 

“ Herbert E. Miller, “Audited Statements — Are 
they Really Management’s,” The Journal of Accoun- 
tancy, October 1964, p. 46. 

11 Leonard Spacek, "Are Double Standards Good 
Enough for Investors but Unacceptable to the Securi- 
ties Industry?”, speech delivered September 30, 1964, 
before The New York Society of Security Analysts, 
New York City. 
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Table 4 

Respondents' Views of Presumed Action Of Independent Auditor in the Event that 
Alternative Principles May Apply 


Percentage Distribution of Responses 
Accounting Profession Category 
D ractitioners p F 


Practitioners 

Big-8 

Firms 


Entire Financial 
Other Professors r a tceorv Community 
£ y Category 


k Auditor Will Presumably: 

K) Take exception 

p) Qualify opinion 

Apply his own selection 

J Sub-total. 

[e) Describe the alternative but permit management’s 
5 determination to prevail 

Ed Total 


6% 

7% 

24% 

17% 

22% 

18 

43 

24 

23 

46 

0 

0 

0 

0 

I 

24 

50 

48 

40 

69 

24 

14 

14 

22 

25 

48% 

64% 

62% 

62% 

9 i % 

12% 

14% 

24% 

22% 

35% 

24 

36 

43 

28 

38 

0 

0 

5 

5 

11 

36 

50 

72 

55 

84 

18 

29 

10 

19 

13 

54% 

79% 

82% 

74% 

97% 


jne Auditor Should: 

|a). Take exception 

Kb) Qualify opinion 

pi) Apply his own selection 

is 

Sub-total 

;e) Describe the alternative but permit management’s 
determination to prevail 

|f) Total 54% 


gf Especially informative in this connec- 
on are the data derived from the question 
|f my study which asked the respondents 
frhat course of action they believed the in- 
dependent auditor would follow where 
^‘management has selected a particular 
principle to apply, but the independent 
[auditor considers another . . . principle to 
: be T preferable.” The* responses are sum- 
marized in Table 4 above. 

As is apparent from Table 4, major con- 
fusion is evident on the part of the financial 
community and even on the part of certain 
sectors of the profession. Thus, we find that 
fully 69% of the financial community 
believed that the auditor would either take 
an exception or qualify his opinion while 
another 25% believed that the auditor 
would describe the alternative but other- 
wise permit management's determination 
to prevail. So it is that 94% of these re- 
spondents believed that the auditor would 
do something overt where he believed some 
other principle to be preferable. 


Within the profession itself, 24% of the 
“Big-8” respondents believed that the 
auditor would either take an exception or 
qualify his opinion; another 24% believed 
that a description of the alternative would 
suffice. Practitioners with other firms and 
professors were correspondingly deluded 
to a far greater extent than our “Big-8" 
brethren, as is shown by the fact that 
about one half of each of these groups 
opted for the “exception-qualification” al- 
ternatives, and another 14% in each group 
presumed that at the least a description of 
the alternative would be set forth. 

Clearly, then, almost all of the state- 
ment-users were indulging themselves in 
an illusion; and, in fact, significant num- 
bers of our colleagues were correspondingly 
deluded. We know, of course, that the' 
most appropriate, if not the only appro- 
priate, practice under these circumstances 
would be to give the client “a dean certifi- 
cate.” 

It might well be anticipated that just 
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such a statement of alternative principles 
is directed by the October 1964 resolution 
of Council of the Institute 11 that became 
eSective beginning with 1966; however, we 
also know that this directed disclosure of 
alternatives first presumes that the APB 
has promulgated an Opinion on the subject 
and that it is a definitive, unitary princi- 
ple, rather than having either stated or 
adopted a set of alternatives, or stated a 
principle only with equivocation, as seems 
to be the present pattern of the Board. So 
it is that as long as management has 
adopted a principle contained in the in- 
ventory of alternatives promulgated by 
APB , we know that even today the auditor 
is constrained to accept the managerial 
determinations and that we would neither 
take exception nor qualify nor even state 
the other options which we, as the auditor, 
might otherwise prefer. 

One might react to this disparity be- 
tween myth and reality by asserting that 
this is indeed a regrettable state of affairs, 
but that it is not our doing. In my view 
we cannot exculpate ourselves in this 
fashion; a profession with our third-party 
responsibility should be required to make 
abundantly clear, and in no uncertain 
terms, just what we are doing so that users 
would not experience the shock of recogni- 
tion when they become aware of the facts 
of life as we really know them to be. In- 
stead, it is principally when we are called 
to account in a court proceeding growing 
out of some cause cilibre that we are de- 
sirous of “setting the record straight.’’ 
At other times we are pleased to run with 
the hare and hunt with the hounds; to 
accept our fees as the searchers for truth 
regarding the corporate entity and yet to 
act on the assumption (to switch meta- 
phors) that we can lay the basket on man- 
agement’s doorstep if we get into difficul- 
ties. 

If now Jeremiah might become a Cas- 
sandra, it may yet come to pass that our 
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profession will be severely jolted by one or 
another of the controversies which are 
presently in the courts. It is not inconceiv- 
able that some court may brush aside the 
niceties to be found in the established 
catechism and determine that the process 
of protecting the unsophisticated share- 
holder requires that the popular view of 
“who’s responsible for financial state- 
ments” be deemed to be the standard of 
performance and accountability, especial- 
ly where it could be demonstrated that the 
profession recognized the prevalence of 
such a pervasive myth. Cassandra is em- 
boldened in this prophecy by the overtones 
and buzzing in the recent decision of the 
Supreme Court in the case of the illiterate j 
seamstress, Dora Surowitz. It will be in- j 
teresting to observe whether the unlettered 
seamstress has, in fact, introduced some- 
thing of an unraveling thread for Conrad 
Hilton, et al. 

The Communications Gap Stemming from 
Management Services 

We turn next to the third of the areas of 
our professional problems — the prolifera- 
tion of accounting services being rendered 
by firms for the same corporate entities 
which are then the subject of the same 
firms’ independent attest function. These 
extended services are generally subsumed 
under the heading of "management ser- 
vices." 

We are all, of course, entirely familar 
with the established position regarding 
these services. The Institute’s Council, in 
1961, stated it to be “an objective of the 
Institute ... to encourage all CPA’s to 
perform the entire range of management 
services consistent with their professional 
competence, ethical standards, and respon- 


11 American Institute of Certified Public Accountants, 
“Disclosure of Departures from Opinions of Accounting 
Principles Board, A Special Bulletin, The Institute, 
New York, October, 1964. 

.9 
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{ability." 14 to their Opinion No, 12 tie 
institute’s Committee on Professional 
Jj-tbics determined that "there is no ethical 
reason why a member or associate may not 
properly perform professional services . , , 
Jji the [area of] management advisory ser- 
vices, and at the same time serve the same 
client as independent auditor, , . . *’ This 
followed from the fact that the committee 
bad determined that the rendering of these 
peripheral services would not ‘‘suggest to 
s reasonable observer a conflict of inter- 
est.” 15 

And when someone expresses some mis- 
giving as to the wisdom of this encourage- 
SiMjt to CPAs to perform the entire range 
of management services, as did Professor 
Joseph E, Lane, for example, in a letter to 
the editor of The Journal of Accountancy 
(February 1964) suggesting that “this 
problem deserves further attention,” he 
was met with a peremptory Editor’s Note 
lulling him, in brief, that the opinion of the 
'Committee on Ethics and the Resolution 
%f Council should have satisfied his desire 
for further attention. 1 ' That the reply did 
hot put to rest the sense of concern, felt 
within the academic sector of our profes- 
sion at least, will become clear presently. 
(First let us see how my research question- 
naire directed itself to this problem. 

In this connection, the questionnaire first 
elicited the respondents’ evaluation as to 
Whether the performance of management 
Services by CPAs in situations where they 
will also be fulfilling the independent audit 
function would prove salutary, inimical, or 
ileutral to the auditor's opinion. The re- 
spondents were then asked to indicate 
whether this duality of functions by CPAs 
was compatible with the auditor’s traditions 
and with his independence, and whether 
they believed such a dual involvement 
should be encouraged and extended. The 
results from these questions appear in 
Table S. 

As is evident from Table 5, 53% of the 


users thought these peripheral services 
would detract from the significance of the 
auditor’s opinion, while 17% thought it 
would be enhanced; 18% indicated that it 
would have no important effect. Replies 
from the accounting profession show that 
22% felt that these services would detract, 
while 69% indicated they would not have 
an important effect. What may also be 
interesting here is that while not a single 
respondent from the “Big-8” firms believed 
that such services would detract, 36% of 
respondents from other firms and 29% of 
the professors indicated that they believed 
such services would have a deleterious 
effect on the auditor’s opinion. 

Confirming the financial community’s 
disenchantment, or at least its major mis- 
giving, we find that 49% of the users felt 
that such a duality of services was incom- 
patible with our traditions; 58% felt that 
it was incompatible with our indepen- 
dence; 54% asserted that the duality 
“should be discouraged and restricted." 
On the other hand, 22% of the professional 
accountants indicated uniformly that the 
nexus of services was incompatible with 
our traditions and with our independence, 
and should, accordingly, be restricted. 
Consistent with what I have noted above, 
there are indications of disagreement 
among the several groups comprising our 
profession: thus, while 88% of the “Big-8” 
respondents believed such a multiplicity 
of services to be consistent with our tradi- 
tions only 50% of the other practitioners 
and 67% of the professors were so inclined. 
Similarly, while not a single respondent 
from the “Big-8” firms beiieved this dual 
involvement to be incompatible with the 
auditor’s independence, 29% of the other 

u Resolution by tie Council of the American Insti- 
tute of Certified Public Accountants, adopted April, 
1961. 

* American Institute of Certified Public Accountants, 
Committee on Professional Ethics, Opinion No. 12, 
“Independence,” 1961. 

” At p. 30. 
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Table 5 

Respondents' Views op Management and Tax Advisory Services by CPAs Pereojuong 
the Independent Audit Function 


Percentage Distribution of Responses 
Accounting Profession Cast gory 


Practitioners 

Big’S 

Firms 

Other 

Professors 

Entire 

Category 

FimnckA 

Community 

Category 

A. Ia your opinion, the rendering of management services 
by CPAs in situations where they will also be fulfilling 
the Independent audit function will; 

(a) Enhance the significance of the auditor’s opinion. . , 

(b) Detract from the significance of this opinion, . .... 

12% 

7% 

5% 

8% 

17% 

0 

36 

29 

22 

53 

(c) Have no important eSect on the significance of this 
opinion 

88 

S7 

67 

69 

18 

B. In your opinion, the rendering of management services 
by CBAs m situations where they will also be fulfilling 
the Independent audit function, is; 

(a) Compatible with the traditions of the auditor. . . , 

88% 

50% 

61% 

66% 

22% 

Incompatible, with these traditions ..... ..... 

6 

29 

29 

22 

49 

(b) Compatible with independence of the auditor. .... 

94 

64 

62 

72 

22 

. Incompatible with such independence . .......... 

(c) Aa involvement which should be encouraged and 
extended, 

0 

29 

33 

22 

58 

94 

57 

48 

59 

18 

Aa involvement which should be discouraged and 
restricted , , 

0 

36 

29 

22 

54 


practitioners and 33% of the professors 
recorded such an adverse view. And while 
none of the major-firm respondents felt 
that the auditor’s involvement in the ren- 
dering of management services should be 
discouraged and restricted, 35% of the 
other practitioners and 29% of the profes- 
sors believed that the dual involvement 
should be restricted. 

Surely, the data thus reported would 
demonstrate that significant numbers of 
the “reasonable observers” {a phrase con- 
tained in the Opinion of the Institute’s 
Committee on Professional Ethics) probed 
by my questionnaire had misgivings re- 
garding the possible conflict of interest 
involved when the auditor also involves 
himself in the rendering of management 
services. The data would confirm the 
doubts expressed by Delmer P. Hylton 18 
regarding the compatibility of our consult- 
ing and auditing functions, The data 
which I obtained are entirely consistent 
with those reported by Arthur A. Schulte. 19 

My comments might well be countered 


by the refutation of the Schulte study con- 
tained in the article by Messrs. Carey and 
Doherty in the January, 1966, Journal of 
Accountancy: 

Bat nowhere in the questionnaire or the artide 
interpreting it is there a definition of the term 
“management consulting/' This term may weii 
evoke a reaction different from that evoked by 
“management services," which is commonly used 
by the profession itself. In any event, it cannot be 
assumed that ail the respondents to the question- 
naire were familiar with the specific services 
offered by CPA firms as aids to management. The 
respondents may have read into the question 
types of “consulting" which in fact are not com- 
monly engaged in by CPAs. 

Messrs. Carey and Doherty then conclude: 

It is difficult to believe that reasonable observers 
— stockholders, creditors or other users of finan- 
cial statements, or the business public generally — 
would see any conflict of interest in the fact that 
the auditor, in addition to giving an opinion on 

is Ilelmer P. Hylton, “Are Consulting and Auditing 
Compatible?— A Contrary View,” Tee Accounting 
Review, July 1964, d. 667. 

11 Arthur A. Schulte, Jr., ‘‘Compatibility of Manage- 
ment Consulting and Auditing, The Accounting 
Review, July 1965, p. 587. 
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ie financial statements, also applied his tecb- 
ical knowledge and skill to the improvement of 
lanagement’s planning, control and decision- 
taking processes . 28 

nd because it was difficult for them to 
elieve, Carey and Doherty determined to 
iject Professor Shulte’s findings and to 
Reiterate the conclusion of the Ethics 
^Committee Opinion No. 12, that there is 
/‘no basic incompatibility” between man- 
agement services and the attest function. 

It might well be emphasized that the 
Carey-Doherty difficulty in believing did 
/not move them to ask for a research study 
/to be conducted by the AICPA or anyone 
/else to develop data empirically in order 
/to substantiate or refute the Schulte in- 
/idictment; instead their very difficulty in 
| thus believing was presumed to negate his 
■ findings. 

Entirely fortuitously, my study did not 
. use the emotionally-charged term “man- 
] agement consulting” and instead used the 
I phrase approved by Carey-Doherty, 
s namely “management services.” And even 
though I used the phrase which would meet 
this Carey-Doherty test, the results ob- 
tained by my inquiry also reject their 
sanguine acceptance of the compatibility 
of the two functions. 

The Probe Regarding Specific Kinds of 
Management Services 
To proceed further, another of the ques- 
tions of my study did do exactly what 
Carey-Doherty asserted that Schulte 
should have done, namely give the respon- 
dents an opportunity to express their views 
regarding “the specific services offered by 
CPA firms as aids to management.” 

One question listed a number of cate- 
gories of management services that might 
be required by corporations. For each cat- 
egory of service the respondent was asked 
to indicate: 

(A) Whether he believes such services are now 
being offered by public accounting firms to corpo- 


rations for whom they are already performing the 
independent audit function. 

(B) Whether he believes such services should be 
so offered. 

The summary of the data obtained from 
this probe are contained in Table 6. 

Section A of Table 6 compares the rela- 
tive degrees of awareness that such services 
are being offered by accounting firms, 
under the circumstances described by the 
questions. Similarly, Section B of that 
table compares the degrees to which the 
two categories of respondents believe that 
the accounting firms should be rendering 
the services concurrently with their per- 
forming the attest function. It seems clear 
from the accompanying data that a probe 
directed to persons who are believed to be 
sophisticated members of the financial 
community as to their awareness of the 
auditor’s involvement in these peripheral 
services, and their views regarding the ap- 
propriateness of such services under the 
circumstances here involved, would un- 
doubtedly reject the Carey-Doherty hy- 
pothesis. Correspondingly, there is no study 
known to me which would support the 
assertion that if respondents were made 
better aware of what was swept into the 
compound of management services, they 
would not “see any conflict of interest in 
the fact that the auditor, in addition to 
giving an opinion of the financial state- 
ments, also applied his technical knowledge 
and skill to the improvement of manage- 
ment’s planning, control and decision- 
making processes.” Nor is there, to my 
knowledge, any reported study which 
would support the Opinion No. 12 of the 
Institute’s Committee on Professional 
Ethics. 

10 John L. Carey and William 0. Doherty, “The Con- 
cept of Independence — Review and Restatement," The 
Journal of Accountancy, January 1966, p. 38. (The 
dialogue between Professor Schulte and Messrs. Carey 
and Doherty regarding the appropriateness of the 
phrase “management consulting’’ ripened into an ex- 
change of Letters to the Editor reported in The Journal 
of Accountancy , April 1966, pp. 32-34). 
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Tabus t? 

EesBON»E«is ? Views qv COKTAtiBam o* Vjpskjs Manaown* Services with tm Aw Junction 
(Affiramtive &es|H>fiS$s} 


£s&g«r*!» #/ &ra&ef* 


Are yf>« ptNHvifof 4ir«V'f i&? vs* i-dicei fhsi temce ftfjsaf&sSjw 

is -£j*s$ ji> res t&reit snssUd 6« jo tesuH&td? that s&fiseis tfexi service 

_ — .. — , — . - , ...... — ,- icing sfcst44 kt 

PimftQtai 4w*tstiKg FiastKial Jctfittmng rtniteredt rmferrit 

Cmitwntiy Profession ConsmurtUy Profusion ---* — — - - ■ - . •»•<• 

“Big-S" Practitioners 


4) Heykw all p4as<s of a boaiasss la t»ea?wti<m yilti* 
» plan to earosaa profits. ........ ....... ........ 

b) Review all jajascs of a business- ia sofificction Wta^ 
plaa oi theaccounriog fins’* client to bay tfi* bast- 

4) R«view'^lt phases of a twines* ia cosww ctfea sdtb-a. 


(All percentages pertain to ajfirmlin replies) 


iiStiosaadlsscs siaBihority 

«3 3Vtp&r$ sc eisaifs’rt ^eMSgsaeol jsegr&ai ........ 

ft Develops p&n of executive coaawBJsaeoa (iariud- 

ia* "frogs twrfto»). 

St) Dev efap t aits forecasts asd fluttering is coonccuoo 

1 -with s*lcs controls ...... . ........ v - - v , 

h) Deterniiae asaiicst poltariafc acui pba profitable 

eafes territories. . . . ■« ...... ■-.■■••-. 

li Determine salts quotas ana «Jespi«a * mceotive* 

J) Deter fume proKtanvs for increasing voltuae *nt£ 
profits through unproved pricing msthods 
k) Amlyrf* job functions md tespoa*i.bllIti«s of the 

' eatJfcy** penwrad. * 

f>,. Detenarae the rd&tm co»ml>«tM»4 of the eeUty’s 

pemmad. 

♦ The lorososag categories of service* were called from the astaeaeranfeed feaJkdtt earitled w Services to Macassar eat" prepared byj?es£, 
Marwick, tiltiheS k Co., .Msasgenscist Controls Depsttaseat It is beScved that the services here described find ibtir coeafearpari* in the 
ofi«ii>ss pi the laanggancBt semces depattoents of each of the nmisr acsotrathg firms. 
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There is, however, an interesting aspect 
to the data obtained. If an inquiry were 
restricted to practitioners with the “Big- 
s’’ firms and excluded the users of the 
financial statements as weli as practition- 
ers with other firms and professors of ac- 
countaaty, then the Carey-Doherty 
hypothesis would be confirmed. The “Big. 
8" respondents furnished overwhelmingly 
positive responses to the questions as to 
whether they knew the services were being 
offered and then whether they should be 
offered; these responses are tabulated in 
Section C of Table 6. 

Now what is there in these data to con- 
firm the thesis of “Old Myths and New 
Realities”? First, there is what Fulbright 
described as the “inevitable divergence, 
attributable to the imperfections of the 
human mind, between the world as it is 
and the world as men perceive it,” But 
yet there is something more; I tan see this 
saga regarding management services as 


conforming to the observation by Ful- 
bright that “when our perceptions fail to 
keep pace with events, when we refuse to 
believe something because it displeases or 
frightens us, or is simply startlingly un- 
familiar, then the gap between fact and 
perception becomes a chasm, and action 
becomes irrelevant and irrational,” 

Note 

These remarks have revolved about 
three important areas of our theory and 
practice wherein my research confirmed 
the existence of gaps between the under- 
standing by the profession and the corre- 
sponding understanding by the financial 
community. 

These gaps regarding the understanding 
of generally accepted accounting princi- 
ples, of the responsibility assumed by the 
auditor as an incident to Ms attest func- 
tion, and the compatibility of the nexus of 
management services with the attest func- 
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tion, make the accounting profession vul- 
nerable to sharp criticism. 

Is there an escape from our present 
straits, some way out of our dilemma, 
some way of avoiding the Fulb right proph- 
ecy? I’m afraid that it there is such a way, 
it is not through a panacea; nor do I see it 
as coming through the organized profes- 
sion as such. There is but one possible 
answer within the context of our profession 
—the universities and the schools of busi- 
ness which are included therein. 

The scholar in the university has the 
unique role as John William Ward so 
astutely reminded us of being both a 
"cleric and critic,” ‘‘being inside and out- 
side our society, passionately committed to 
it, yet by that very passion inevitably 
somewhat alienated from it.” sl And spe- 
cifically how shall we move to fulfill this 
mission of serving as cleric and critic, a 
mission which causes us to he inside and 
outside the profession, of being passion- 
ately committed to it but yet because of 
that very passion somewhat alienated 
from it? 

First, we must move to effect a shift in 
the center of pure and applied research to 
the university and then to develop impor- 


tant channels for the dissemination of this 
research. Such a shift is also essential if 
the accounting faculty is to make its con- 
tribution to the advancement of the uni- 
versity’s trinity of missions outlined by 
President Perkins — those of teaching, re- 
search, and public service . 22 

Second, we must move to effect a shift 
in the central interest of accounting educa- 
tion within the university from the ac- 
countant's “doing” to his “being and be- 
coming.” In my view it is only when we 
develop accountants in good numbers who 
have “a clear and compelling vision of his 
profession and of its relation to American 
life” (to adopt Professor Lawrence A. 
Cremin’s phraseology); it is only when we 
teach accounting with a “liberating and 
liberalizing effect" (as President Buell 
Gallagher put it), that we will be able to 
overcome the crisis in communications, 
the crisis in confidence, the crisis in in- 
tegrity which presently confronts the 
profession. 

“ Joi:r. William Ward, “Cleric or Critic?” “The la- 
tellectual in the University,” The American Scholar. 
Winter 196S-6, p. 112. 

“ Jjunes A. Perltin6, The University in TramUkn 
(Princeton University Press, Princeton, 1966), 
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Has the lure of providing profitable consulting sendee created a monster 
out of control? 


Our Profession’s “Jurassic Park” 


By Abraham J. Briiqff 


The collage of numbers from several 
sources discloses that consulting income is 
becoming of greater importance to the 
larger accounting firms. The author dis-j 
cusses the implication of this trend % 
major issues important to the p 
such as independence and nom 
rnhip. 


to as the ‘UN Surve 
accounting profi 
call.'* that there 
within its real] 
nomenon 
tuny, there 
ingsof 
for some' 
men lanes, 
sion's hierarchy 
neglect, a 9 # 




yet to cut the "umbilical cwV jfe 
Nor should such an absoJiflt*^^ 
proposal be deemed inimical to m 
alobfectncsofthenKnnbersofthcresjr^ 

the firms. Thus, basing been set free, th, 
partners of die consulting entity could pro 
cted to its incorporation to be followed by 
a public offering of shares ora merger into 
a financial institution. As many of the pro- 


files included in the 
UN Survey make 
clear, there are no 
restrictions on the 
ownership of the 
firms in the industry. 

For example. Mercer 
Consulting Group. 

Inc., the fourth 
largest, is a subsidiary 
of the publicly- 
owned Marsh & 

McLennan Compa- 
nies. Inc., the Alexan- 
der Consulting 
Group, Inc. is a sub- 
sidiary of Alexander 
& Alexander Ser- 
vices, Inc. It is not 
entirely presumptu- 
ous to suggest that 
Andersen Consulting 
could find "synergy* 
by being merged into 
say Citicorp. Chubb, 
or A1G. The Ander- 
sen people would, as a con- 
sequence. be enriched 
beyond the dreams of 
avarice of most mortals. 

In this connection the 
concluding paragraph of the 
UN discourse is relevant, 
thus: 

As attitudes about con- 
sulting change from one 
of the client as a sick firm 
in need of assistance, to a 
perception of the consul- 
tant as a partner in gener- 
ating new ideas and man- 
aging change— the need 
for secrecy may be 
reduced. Because of the 
complexities of owner- 
ship in transnational cor- 
porations. partners in 
large consulting firms may be eager to 
cash in on past successes, marketing part 
of their shares in the firm on stock 
exchanges. The goal of increased profes- 
sionalism and attempts by management 
consultants to be more busnessoriented 
are often incompatible. 

Clearly. 1 do not begrudge the affluence 
being derived by my colleagues from their 
management peripheral proclivities, 
instead. 1 am importuning the firms com- 
promising the accounting oligopoly to 
abandon their "accountants and auditors* 


appellation and. instead, re 
tional professional fold of 
accountants * And here, b 
that the profession's ven 
license extends to but r 
area only, to wit (ellipf 
vices which involve the issuing ot m—. . 
accounting, or related statements or any 
opinion on. report on. or certificate to such 
statements where the practitioner is acting 
as independent accountant or auditor hav- 
ing expen knowledge in accounting or 
auditing.* 3 


Abraham J. Briloff, PhD, CPA, is 
Emanuel Saxe Distinguished Professor 
Emeritus, Baruch College. The City Uni- 
versity of Neu' York and a member of 
the firm 4? £- LA Briloff. CPAs. Profes- 
sor Briiqff has written extensively on 
the accounting profession, including 
articles in The CPA journal. Professor 
Briiqff acknowledges with appreciation 
the assistance of his graduate assistant, 
John Powers. CPA. in the preparation of 
tins article. 
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AccoununcToday 


Commentary 

An accountancy manifesto 
for the Third Millennium 


by Abraham J. Briloff 


I am taking this occasion 
for a quantum leap to pro- 
vide a nexus of proposals 
that I believe could serve to 
advance the objectives of the 
accounting profession, espe- 
cially regarding its role in re- 
porting on the financial state- 
ments of publicly owned 
enterprises. 

To wit: I would abort the 
present requirement that such 

j Abraham J. BriloJJ is the Em- 
\ manuel Saxe Distinguished Pro- 
fessor Emeritus at Baruch Col- 
lege, City University <tf New York. 
This is adapted from a letter filed 
as a comment to the Business 
Combinations Exposure Draft qf 
the Financial Accounting Sum- 
j dards Board. 


financial state- 
ments carry the 
imprimatur 
from indepen- 
dent CPAs. This 
is because the 
m^jor firms that 
are principally 
responsible for 
those audits are 
no longer firms 
of CPAs, nor are 
they as indepen- 
dent as they are perceived to be 
by the financial community. 

As a consequence of these 
proposals, the determination 
and implementation of the ac- 
counting precepts and prac- 
tices, which would best reflect 
die financial condition and op- 
erations of the enterprise 
would become the sole respon- 
sibility of management This is 
essentially the prevailing reali- 
ty: the public's myth regarding 
the independent audit is just 
that a myth. 

Observations of the prevail- 
ing marketplace, especially in- 
sofar as initial public offerings, 
Internet shares, et al, are con- 
cerned, might indicate that ac- 
tive participants are oblivious 
to the financial statements. 
How else could one explain the 
market capitalizations of corpo- 
rations that have no earnings 
expectations into the foresee- 
able future, where their P/E ra- 
tios can only be stated as 'infin- 
ity,* where price volatility can 
be as much as 10, 20 or more 
percent, within a single hour, 
where the market capitaliza- 
tions of the newly-sponsored 
entities could exceed that of GM 
or IBM. 


Nor could the financial state- 
ments as presently developed 
and disseminated be deemed to 
be really relevant for the pre- 
sumptively efficient market We 
are told on the highest authori- 
ty that the market is 'irrational- 
ly exuberant” Whether it be “ir- 
rationally exuberant* or 
•irrationally depressed' it 
could not be deemed to be pred- 
icated on our financial account- 
ing model, unless that model is 
correspondingly irrational. 

Let the Financial Accounting 
Standards Board take a well- ; 
earned sabbatical. The board 
has, throughout its existence, 
promulgated a plethora of stan- 
dards and other directives to 
last well into the Third Millenni- 
um. The accounting profession, 
or industry, deserves a respite. 

The board should then recon- 
stitute itself as a think tank, 
possibly as the “first among 
equals,* with other research 
centers housed in universities 
or consortia of academic or pro- 
fessional institutions. 

Research endeavors in the 
areas of DNA and genome map- 
ping are carried out under such 
arrangements - why not in ac- 
countancy? It should then be 
the responsibility of manage- 
ment to determine which of the 
resultant determinations 
should be implemented to best 
reflect the economic reality of 
the enterprise. 

To the extent that develop- 
ments in the economic or politi- 
cal sphere call for a further evo- 
lution of our accounting 
concepts and precepts, they 
might well be the responsibility 
of our scholars in academe. 

The Securities and Exchange 
Commission might well become 
one of the research centers re- 
ferred to above; in that event, I 
would have the SEC share the 
primus inter pares slot as- 
signed to the FA5B. The Chief 
Accountant is in an enviable po- 
sition to recognize accounting 
irregularities or unwarranted 
aggressive accounting. 1 would 
then urge the SEC to spread its 



Abraham J. Briloff 
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Do Management 
Services Endanger 
Independence and 
Objectivity?* 

By Abraham J. Briloff, Pft.fi., CPA 


independence and objectivity are the very special transcend- 
ent qualities required of certified public accountants as an 
incident to fulfillment of out essential professional responsi- 
bility to society, that of the independent auditor for publicly 
owned enterprises. In that role, we serve as the surrogates 
for society to 'fight the figures and find foe facts'* of the 
subject enterprise, and to write its history with all our skill 
'and not flatter me at all* but remark all these roughnesses, 
pimples, warts, and everything as you see me, otherwise I 
will never pay a farthin g for it.' 1 * * * 5 

Three announcements made during the past year raise 
serious questions regarding foe auditors' independence and 
objectivity; for present purposes, however, l shall point up 
foe ways in which we may be c ompromising our own inde- 
pendence and objectivity as shown in foe response to foe 
issues raised by foe studies on which foe announcements are 
based. The announcements, which serve as foe frame of 
reference for fori article, are: 

• A Survey of Perceptions, Knowledge and Attitudes 
Towards CPAs and the Accounting Profession {*7he 
Hams Report”). 

• Public Perceptions of Management Advisory Services 
Performed by CPA Finns for Audit Clients {'The POB 
Report' in recognition of its sponsorship). 

• Restructuring Professional Standards to Achieve 
Professional Excellence in a Changing Environment 
fThe Anderson Report' in recognition of George D. 
Anderson's Chairmanship of the AICPA committee 
responsible for its creation). 


HEADNOTE: The well-known 
author takes serious exception 
to the published conclusions 
reached from recent surveys 
made of attitudes of a number 
of groups toward the 
involvement of accountants 
who are independent auditors 
in consulting work. He 
maintains that the survey date 
clearly point to conclusions 
that do not support such 
consulting by accountants 
retained as auditors, and 
proposes limiting such 
consulting to activities which 
have a clear and logical nexus 
with the audit. Disclosure of 
the extent of such consulting 
work, he believes, is in the 
public interest. 


Abraham jf, Briloff, PhJJ i, 
CPA is Professor Emeritus 
of Accountancy at Bernard 
At Baruch College, City 
University of New York. 
Previously, Dr. Briloff mas 
Emanuel Distingu ish ed 
Professor at that college. 


The Harris Report 

The December, 1986, Journal of Accountancy published 
an article dealing extensively with the results of the survey 


1 As suggested by the latr Colonel Robot H. Montgomery. 

1 According to Obver Cromwell'* diiective to his portraitist 

•The author expresses appreciation to his graduate assistant 

Helene Rubemtam, for her assistance in the preparation of this 

aitide. 


22 
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uouds Harris tc Associates; tire article earned the following 
neadnote The bottom hue is a Louis Harris public opinion 
poll on CPAs and the accounting profession. CPAs lead other 
professionals, leaders in standing on ethics and morality.' In 
addition the survey found that almost 80 percent of the 
leadership groups polled gave CPAs positive ratings on their 
objectivity and more than 90 percent asserted that 'CPA 
firms exercise independent and objective judgment in per- 
forming audits of company financial statements.' 

This is, of course, most gratifying to those of us who 
! e been deeply involved in our great profession. However, 
1 . ave some serious misgivings regarding die independence 
and objectivity of the conclusions reached in the Harris report 
and in the artide in the Journal an certain key issues. By 
omission and commission the presentations fail to point up 
serious misgivings the public has regarding accountants and 
accountancy as reported in the study. 


. . . serious misgivings regarding the 
independence and objectivity of the 
conclusions reached ...on certain 
key issues. 


‘Auditing Fima Give In Too Easly . . .* 

Rat, the editors of die Journal have ignored the follow- 
ir • r *om pages 9-10 of the Harris Report 

— Auditing firm give in too easily to pressure to “bend the 
rules' in their clients' favor. Hus criticism also meets with 
a mixed reaction: the general public goes along with it 
by a dose 47-44%, but the 'knowledgeable' group in 
die public reject it by a narrow 47-46% along with 
stockowners by 49-44% and the special publics who 
don't agree by 54-44%. AH of the corporate types from 
small medium, and big business reject this charge 
against independent auditors, as do audit committee 
‘.embers, creditors, attorneys, congressional aides and 
academics. The exceptions who believe die charge are 
state and federal officials by 50-45%, media types by 
60-38%, and security analysts by 60-37%. 

The foregoing was predicated on die findings tabulated 
in Table 115 of the report which summarized the results of 
Question 1 1-5: Le., 'Please ted me if you agree strongly, agree 
somewhat, disagree somewhat, or disagree strongly with the 
foilc-ving statements about independent firms and auditors 
iditing firms give in too easily to pressure to Trend die 
b- c.- in their clients' favor.' 

The report down played the responses to the questions. 
J find it difficult to comprehend the rather sanguine com- 
mentary on die critical data set forth in die table. The 
Terence to 'mixed reaction' to, and even rejection of, the 
c °ndition presumed bj* the question appears to be predicated 


on the fact that majorities of a number of the groups surveyed 
did not provide affirmative responses. Minorities of 44 per- 
cent of the overall Leadership group, 42 percent of Business, 
44 percent of Credit Grantors, 43 percent of Attorneys, 50 
percent of Government Officials, 41 percent of Congressional 
Aides, 46 percent of Academics were of the view dial 'Au- 
diting firms do give in too easily to pressure to bend the rules 
in their clients' favor.' Financial Analysts and die Media 
provided overwhelming majority affirmations of the question 
in issue. 

Rankly, if 'only' 40 percent of my students were to 
assert that I 'gave in' to pressure from the Administration of 
my college in the assigning of grades, say, I would not blame 
any outsider for questioning my independence and objectiv- 
ity. And. if in a poll .of our citizenry we were to find that 
'only' 40 percent of the respondents asserted that Congress- 
men, Senators, die President gave in to pressures from, say, 
major contributors, would we be comfortable about our 
American Democracy? Or, if 'only' 40 percent of our citizenry 
were to assert that our judges 'give in too easily* to political 
pre s s u res, would we not have serious concern for our inde- 
pendent judiciary? 

In short while the universe of respondents might have 
a generalized feeling that CPAs are trustworthy, independent 
and objective in the abstract the critical question is whether 
we possess those attributes in making our critical judgment 
calls. Certainly the Table 115 results should have been im- 
portantly and critically highlighted and included in any artide 
Wherein the many positive traits of CPAs are put forward. 
However, the mode of presentation in the Harris Report 
made these data seem entirely innocuous — so 'much so that 
they were not even alluded to in die extensive abstract- 
included in the artide appearing in die December issue of 
The Journal of Accountancy. 


...the profession's commitment to 
taking on all types of management 
advisory services (MAS) by CPAs. 


The AucStsr hdependenee/MAS Controversy 

I turn to a second major misgiving with the Harris Report 
ami Journal artide therefrom; this has to do with the profes- 
sion's commitment to taking on all types of management 
advisory services (MAS) by CPAs. 

At page 31 of the repor t we are told (predicated on data 
compiled in Table 79): * 


Two baric findings emerge from this important series. 
Fast the publics most critical to die accounting profes- 
sion are convinced that just to be in the audit business 
is far too narrow a scope. But they draw the line and 
strongly suggest that there are distinct limits to the areas 
of potential operation. In turn, this means that there 
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probably should be some orderly mechanism to deter- 
mine what are proper areas and what are not. 

Second, certain of the eight areas tested emerged as 
overwhelming choices, fitting and appropriate, in their 
judgment, for CPA firms to be in. These include assisting 
in computer hardware selection and computer -software 
design or selection, general management consulting, ed- 
ucational programs, actuarial services, and service bur- 
eaus for various record keeping [services]. Taken to- 
gether, these five areas constitute a broad base for inter- 
facing with corporate America. Each contains within it 
much room for expansion and development. . . . 

Ignored in this context are the especially relevant and 
critical data garnered by the Harris Associates in response to 
their Question 8g, ue., 'Do you believe or not believe that 
when independent auditing firms serve as advisors to a 
business on tax matters, management systems, or financial 
matters, it affects their ability to be objective when auditing 
a client's financial statements?* The responses to this query, 
tabulated in Table 90, demonstrated that fully 57 percent of 
the overall leadership group gave 'negative ratings,' Le., 
asserting that* the auditor's independence and objectivity 
would be impaired by fee concurrent rendering of the afore- 
said services. This composite response reflects corresponding 
adverse ratings from; Audit Committee Members (57 per- 
cent), Attorneys (68 percent), State and Federal Officials (75 
percent). Congressional Aides (71 percent). Media Persons 
(83 percent). Financial Analysts (57 percent). The composite 
was reduced by the adverse ratings from Business Respond- 
ents (50 percent). Credit Grantors (56 percent), and Academ- 
ics (55 percent). 

Such data lead inexorably to fee conclusion that in the 
view of the publics polled for fee survey the rendering of tax 
and MAS services would compromise the auditor's inde- 
pendence and objectivity where such peripheral services are 
performed concurrently with the audit. 


. . . the question as to whether such an 
expansion is appropriate . . . where the 
firm is also involved as the independent 
auditor. 


The report reflected the foregoing data in an observation 
at page 34 (page 32 of the Journal article). However, these 
critical data are integrated into a segment which deals essen- 
tially with the distinction between CPAs and other profes- 
sionals involved m the consultative pursuits. Instead, Table 
90 data should have been juxtaposed with those reflected by 
the aforementioned Table 79. Thus, while condoning the 
expansion of the catalogue of services which might be appro- 
priately rendered by an accounting firm, respondents seri- 


ously question the appropriateness of the performance of 
such services for clients which are concurrently the subj-' 
of the firm's independent audit. 

In short, while respondents might look with favor on ft r. 
accounting firm's expansion of tax and management consult- 
ative services, they are anything but comfortable when they 
are confronted with the question as to whether such an 
expansion is appropriate under circumstances where the firm 
is also involved as the independent auditor. 

The POB-Sponsored Study 

When the Harris Report was being disseminated, 
PubEc Oversight Board of the SEC Practice Section of t.w 
AICPA Division for Finns released the results of the study of 
'PubEc Perceptions of Management Advisory Services Per- 
formed by CPA Finns for Audit Clients.' This FOB report 
complements the Harris report insofar as the critical MAS 
issue is concerned. The POB report summarizes fee responses 
obtained from a probe of 1059 respondents, including; 33 
Financial Writers; 94 Investment Bankers; 111 Business 
School Deans; 122 Accounting Professors; 125 Chief Execu- 
tive Officers; 125 Financial Analysts; 136 Audit Commi 1 •i 
Chairpersons; 143 Attorneys; and 170 Bank Loan Officer 
After presenting fTable 1) the extent to which the re- 
spondents were knowledgeable regarding the accounting 
profession and fee management advisory services issue, the 
POB report proceeded to Table 2 to tabulate fee responses to 
Question 6, to wit 

Which of fee following statements comes closest to 
expressing your views about management advisory ser- 
vices? 

CPAs should be allowed to perform a full range of 
management advisory services because impairment of 
audit independence and objectivity is not a problem. 

CPAs should be allowed to perform only those manage- 
ment advisory services where it is dear feat audit inde- 
pendence and objectivity cannot be impaired. 

CPAs should not be allowed to perform any man - 
ment advisory services since there is always fee pi . 
bUktv that audit independence and objectivity may be 
impaired. 

To the crucial question, 12 percent of the respondent- 
would allow fee audit firm to render the full range of services, 
whereas 9 percent would proscribe all management advisor, 
services. Fully 75 percent would confine the audit firm to 
those services where 'it is clear feat audit independence and 
objectivity cannot be impaired.’ Excepting for the CEO- 
whom 67 percent opted for this view), and Business Sc: ^ 
Deans (64 percent), fee other group tabulations ranged from 
72 percent (Investment Bankers) to 82 percent (Audit Com- 
mittee Chairpersons). 
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Torpedoing a Couple of Sacred Cows 

This extraordinary POB report does damage to several 
axioms held by MAS advocates, thus: Table 13 which tabu- 
lated the responses to die portion of Question 5, which read; 

Tf die personnel performing the management advisory 
services are not personally involved in the audit then impair- 
ment of independence arid objectivity is not an issue.' 

Affirmative responses were obtained from but 29 per- 
cent contrasted with 67 percent expressing disagreement 

Table 14, which tabulated the responses to another phase 
of Question 5, 'CPAs who perform management advisory 
services are better able to conduct more informed audits than 
those who do not p er fo rm these additional services.' 

The responses: 38 parent favorably disposed to the 
proposition, compared with 52 percent in opposition. (The 
only sectors tilting towards a favorable response were Loan 
Officers (50-42) and Accounting Professors (54-38).) 

Some Addition#! Insights 

The responses compiled in Table 11 should be especially 
distressing to accountants and the SEC Here are tabulated 
responses tp another part of Question 5, 'AH management 
advisory services p e rf ormed by the auditing firm should be 
reported in die client’s annual report . . Sixty -eight percent 
were in agreement with but 26 percent of a contrary view. 
Only die CEOs registered a majority negative vote (59 percent 
v. 36 percent). Audit Committee Chairpersons were only 
grudgingly in die affirmative (50 percent v. 47 percent). This 
POB study sounds the tocsin loudly and dearly in one critical 
respect by insisting that the SEC res ur rect ASR No. 250 
'Dbdosure of Relationships with Independent Accountants 
(1978),' with even more elaborate exposure. 

Table 5 is especially intriguing from die perceptions 
p e rsp ecti v e. This table interfaces die respondents' own views 
with those which die respondents betieve others hold. Of 
those who would permit die CPAs to provide die full range 
of services only 15 perce n t believe that others would be of a 
like mind, 57 percent presume that such services would be 
performed only where there would be a dear absence of 
contamination; 10 percent expect that die others would ban 
all of these peripheral services. The remaining 18 percent 
could not fathom the views of others. From this we can see 
that even those who possess the most liberal view on this 
issue recognize that they are in a distinct minority. 

But Discredited Axioms Die Hard 

Given die forepang unequivocal perceptions it might 
well have been expected that the POB would finally have 
conceded that scone overt response was called for to impose 
significant constraints on die range of services offered by its 
constituency. Instead, AA. Sommer, Jr., die POB Chairman, 
asserts in his prologue to the study. 

Not s ur pri sin gly, like any such survey, this one will lend 

itself to varying interpretation. Advocates of unfettered 


MAS expansion will find in some of the data confirma- 
tion of their conviction. Proponents of greater restr; : n 
will find comfort in other parts of the report. . . . 

As in 1979, die Board still knows of no instance in which 
it can be demonstrated that the provision of MAS to an 
audit dient interfered with independence in performing 
the audit function 

To die best of our knowledge this is the first comprehen- 
sive survey of the perceptions that exist among interested 
and involved groups with respect to their relationships 
that exist between MAS and audit services. 


. . . some overt response was called for to 
impose significant constraints on the 
range of services offered by its 
constituency. 


However, in contradiction to these assertions, there is 
not a single table in die report which could give comfort to 
those who advocate 'unfettered MAS expansion.' It would 
appear that die POB has de termin ed to put out of sight and 
out of mind cases of die co mp romising of auditor independ- 
ence by concurrent pe rfor mance of advisory services. Further, 
I am confident that had die POB staff endeavored to do so. 
they could have found reference to many more or less com- 
prehensive studies of this issue by scholars in academe and 
elsewhere over the past score of years. 

It is difficult to understand the Chairman's vie., ex- 
pressed in die aforementioned prologue. It would appear 
from die results of its study that the POB should be required 
to conclude that constraints need be imposed on die MAS 
activities of CPA firms in connection with clients that they 
audit This would require urgent and immediate study to 
determine die extent of such constraints. 

RnaAy, the Anderson Report 

The report of the AJCPA Special Committee on -nd- 
ards of Professional Conduct for CPAs, under the chairman- 
ship of George D. Anderson, entitled 'Restructuring Profes- 
sional Standards to Achieve Professional Excellence in » 
Changing Environment* discourses most extensively regard- 
ing the MAS/independence issue. 

Among die precepts proclaimed by die Committee ** 
find the following: 

A member should maintain objectivity and ‘ ft** 
of conflicts of interest in discharging professio. to 
sponsibflities. A member should be independent m f*^ 
arid appearance when providing auditing and other atte* 
ration services. (Emphasis supplied.) 
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Objectivity is a state of mind, a quality that lends 
value to a member's services. It is a distinguishing feature 
of the profession. The standard of objectivity imposes 
the obligation to be impartial intellectually honest, and 
free of conflicts of interest Independence precludes re- 
lationships that may appear to impair a member's objec- 
tivity in rendering attestation services. (Emphasis sup- 
plied.) 


§]• Most certainly no one could argue with those high- 
pjonding phrases. But the committee equivocated regarding 
circumstances when there might be a contamination of 
foregoing precept s as an incident to die auditor's MAS 
Ktivities. Thus, from 'Meeting Clients' Needs for Services:' 

i 

? As business has become more complex, client's de~ 
ig stands for outside professional services have increased 
and die profession has steadily expanded die scope and 
nature of its services ... die expanded scope of services 
builds upon and leverages die strengths of die profession 
and its reputation for co mp e te nce, integrity, and objec- 

. . . Not only has die nature and scope of practice 
dunged, but in many firms, some of the principals or 
^partner equivalents and many professional employees 
| may be other than CPAs. Yet those firms practice as 
^CPA firms, and die public and die third parties continue 
^to look upon them as engaged primarily in the practice 
S of public accounting ' 

We are then instructed regarding the 'Issues for die 
Profession,' to wit 


j3| In 1979 the Public Oversight Board (POB) issued a 
report, 'Scope of Services by CPA Kims,' that dealt 
?£ primarily with die issue of whether to limit scope of 
services that may be furnished to SEC audit dients. 

■?' • • - Seven years after the report of the POB, die 

awes raised by the expansion of services p e rsist . 

•v-. ... As more of the profession's efforts go into the 

'■£ pursuit and development of other services, the profes- 
*100 may lose the special status conferred upon it by law 


Ek- Public concern about the independence of the CPA 
^teust be a paramount concern for the profession, and 
jfte issues arising from the growth of nonattes? services 
K*mm be dealt with. If they are not, demands could arise 
O* dratic actions, such as divestiture of die nonattest 
^ functions or loss of licensing. The profession must act 
^before such a situation comes to pass. 

**** foregoing as its predicate, the committee pro- 
to a deliberation of die relevant Code Provisions and 
^bnes, thus: 


The proposed Standards of Professional Conduct 
impose a measure of self-restraint and self-regulation by 
calling upon AJCPA members to use their judgment in 
applying broad standards to determine what is consistent 
with professional conduct in die provision of nonattest 
services. The Standards require that 

Members should consider several factors in deciding 
on the scope and nature of services. The public interest 
aspect of certified public accountants' services requires 
dial such services be consistent with die public expec- 
tations of acceptable behavior for certified public ac- 
countants. Integrity requires that service and die public 
trust not be subordinated to personal gain and advan- 
tage. Objectivity and independence require that mem- 
bers be free from conflicts of interest in discharging 
professional responsibilities. Due care requires that ser- 
vices be provided with competence and diligence. 

Each of these standards represents constraints on a 
member's ability to provide specific services in individual 
circumstances. In some instances, they may represent an 
overall constraint on die magnitude of nonaudit services 
that might be offered to a specific client over time. No 
hard-and-fast rules can be developed to help members 
reach these judgments. A member must be satisfied that 
standards of professional conduct are being adhered to 
in this regard. 

Non attest services should not be limited by impo- 
sition of arbitrary restrictions. Rather, die acceptability 
of an activity must be determined by members in keeping 
with the spirit of the proposed Code. 

With all these 'shoulds* canonized by the profession 
there is little question but that the high-sounding rhetoric 
regarding independence and objectivity is destined to be 
implemented as nought but precatory platitudes. 


If the public is not let in on what is 
going on, how can it reach a perceptual 
judgment? 


But Then, ‘Left MT/IUnKte* 

Accepting die view that an accounting firm shall be the 
sole judge and jury regarding the possible contamination of 
its objectivity and independence is not enough. It is the 
profession itself which has prevailed cm die SEC to prevent 
die public from becoming aware of just what services are 
being per f ormed by die independent auditor concurrently 
with toe performance of an audit. If the public is not let in 
on what is going on, how can it reach a pe r c ep tual judgment? 
There is no other profession charged, as is the independent 
auditor, with the transcendent third-party responsibility. 
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hich is correspondingly permitted to carry on potentially 
nflicting activities without full fair and open disclosure. 

The CIA or NSC might be deemed to be exceptions to 
this 'Sunshine Rule;' but as we now have learned, much to 
our grief, ever these agencies cannot be permitted to carry 
cm without let or hindrance. 


Quo V«6s? 

How, then, shall we proceed to a resolution of this 
-'rawing, recurring Independence/MAS controversy? After 
lost a quarter of a century of probing this issue, herewith 
Ait my considered views: 

By way of prologue, 1 cite a critical paragraph in the 
Opinion of Warren E. Burger who, as Chief Justice of die 
Supreme Court of the United States, delivered the unanimous 
verdict of the Court in U.S. v. Arthur Young & Co., 465 US. 
805 (1984), thus: 'Public faith in the reliability of a corpora- 
tion's financial statements depends upon the public percep- 
tion of die outside auditor as an independent professional. . . 
If investors were to view the auditor as an advocate for die 
•porate client, the value of die audit function itself might 
j be lost.' 

With this standard in mind I propose the 'unbundling' 
or 'uncoupling' of the audit function from the management 
advisory or consultative services — at least insofar as the 
principal auditors for our pubhdy owned corporations are 
concerned. So it is that 1 propose that those firms which 
derive at Least SO percent (say) of their revenues from the 
audit of SEC Registrants should be required to divest them- 
selves completely of their peripheral-service sectors. 

What benefits would be derived from such a divestiture? 
essential objective would be to provide effective insula- 
for the independent audit function from the possibility 
of contamination from the peripheral services. Beyond that, 
the anti-competitive practices of 'reciprocity' and 'subsidi- 
zation' which prevail presently would be minimized. Then, 
too, more reliable data would be obtained regarding the 
economics of die segregated firms. Such data are deemed 
essential for die effective functioning of die regulatory and/ 
or self-regulatory p r o c e ss . 

Those who continue in the audit sector should find the 
strictly committed to die fulfillment of die independent 


audit at the highest levels of professional responsibility — 
without distractions from other dimensions. Thus, the less 
r e s tr i ct i ve ethical standards which prevail in the MAS pursuit 
would not corrode those presumed to govern the recognized 
profession of the certified public accountant 

This divestiture proposal, if implemented, would not be 
as draconian as might appear at first blush; this is because 
many of the functions presently subsumed in MAS might 
well be required to be performed as an incident to the 
effective fulfillment of die independent audit responsibility. 
Such services would indude, inter alia, actuarial and appraisal 
valuations, determination of appropriate reserve levels for 
banks and insurance companies, reviews of compensation 
and perquisite plans for their appr opri ateness and reasona- 
bleness, study of die entity's organizational structure, ade- 
quacy of procedures for environmental protection, and above 
ail, an in-depth study of die internal control system of the 
en te rp r ise, far beyond that presently required by our gener- 
ally accepted auditing standards. In short we profess ubiquity 
when offering management advisory expertise; let us inte- 
grate all of that co mp e te nce into the audit responsibility. 
Most assuredly, should die auditor commit himself to the full 
range of services as an integral part of the independent audit 
the audit responsibility would once again certainly be eco- 
nomically productive. 

in sum, these proposals are not intended to have an 
inimical effect an the power or the purse of my colleagues in 
the profession. Instead, I am striving to insure the fulfillment 
of die independent audit function — the function which gives 
accountancy its professional status, die sole function for 
which it enjoys a monopoly under our Securities Laws, and 
which is die very essence of our endorsement by our respec- 
tive legislatures as a legally recognized, duly qualified profes- 
sion. 

Coda 

The point of this article can be stated most succinctly 
thus: While the accounting profession has been engaged in 
an endeavor to impress the public with its independence and 
objectivity, it would appear that we have succeeded best in 
deceiving ourselves. 0 
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Reforming the Audit Profession 

My name is Bevis Longstreth. I am a retired partner of the New York law firm, 
Debevoise & Plimpton, where I spent the bulk of my professional career. From 1981 
to 1984, I served as a Commissioner of the SEC, a post to which I was appointed 
twice by President Reagan. Recently, I served as a member of the Panel on Audit 
Effectiveness, which released its final Report and Recommendations in August 2000. 
For 5 years following retirement from law practice, I taught a course on the regula- 
tion of financial institutions at the Columbia Law School. 

I welcome this opportunity to address the Committee on the subject of reforming 
the audit profession. I am here because my professional experience and background 
give me some basis for contributing to your treatment of this urgent need for re- 
form. I represent only myself, but in so doing, I hope to offer opinions that will reso- 
nate with other public investors in our Nation’s securities markets. 

I want to speak about the audit profession, a once proud profession now embattled 
and greatly in need of reform. 

My thesis is simple. The profession needs reform in two major respects: 

1. An effective rule preventing the delivery of nonaudit services to audit clients. 

2. An effective system of self-regulation. 

Despite the SEC’s adoption of Rule 2-01, the threat to an auditor’s independence 
from performing nonaudit services allowed by the Rule remains palpable. 

Despite the enlarged charter of the Public Oversight Board, until recently the 
most promising vehicle for achieving some limited improvement in self-regulation, 
an effective system of self-regulation does not exist and cannot be achieved without 
legislative reform. No greater proof of this fact could be found than the POB’s unan- 
imous vote on January 20, 2002 to terminate its existence in reaction to the efforts 
of the profession’s trade association and the CEO’s of the Big 5, in private meetings 
with the new Chairman of the SEC, to circumvent the POB by proposing still an- 
other voluntary oversight entity. 

While the reforms I advocate offer no guarantee against audit failures, they 
should sharply reduce the size and number of these occurrences without impairing 
the ability of firms to prosper. Indeed, I believe that, without these reforms, the pro- 
fession, which has been its own worst enemy, will continue to spiral downwards 
until legislation denies it the exclusive economic franchise on which its success was 
built from the beginnings of the securities laws in 1933 and 1934. 

The Need for an Exclusionary Rule for Nonaudit Services 

Arthur Levitt, with strong assistance from Lynn Turner, his Chief Accountant, 
showed boldness in their efforts to achieve a lasting solution to the vexing problem 
of independence. In the SEC’s Proposing Release, they invited comment on a simple 
rule excluding an auditor from providing nonaudit services to audit clients. To many 
people away from the narrow corridor extending from the financial capital of the 
world that is still New York City to the separated powers of Government in Wash- 
ington, the idea that boldness, and even personal courage, would be required for a 
governmental powerhouse such as the SEC to propose such an obvious, and widely 
supported, rule is strange. Yet, I am positive that it took both boldness and courage 
to issue the Proposing Release. That is because, by so doing, the SEC knowingly 
unleashed an unprecedented attack from those it was seeking to regulate, as it was 
charged by Congress to do, for the protection of the investing public and otherwise 
in the public interest. The ensuing battle, and it was clearly a battle, pitted a legally 
created monopoly, dominated by five global accounting firms, against the SEC. 
Three of the five, representing solely their private business interests, rejected any 
meaningful restrictions on the free play of those interests. Despite the profession’s 
multipronged assault, the SEC, acting upon the need for greater independence, a 
need long recognized by virtually every group that is considered the issue (and there 
have been many), went ahead with its proposals, inviting comment and conducting 
4 days of public hearings. 

There were almost 3,000 comment letters. One hundred witnesses testified for 
about 35 hours. The battle raged far beyond the frontlines at 450 5th Street, NW. 
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Given the sharpness of the debate, and the transparency of the private versus the 
public interest, there was more at stake in the outcome than just the independence 
of auditors. The independence of the SEC, itself, was being challenged as the ac- 
counting firms did all they could, on Capitol Hill and throughout the business and 
legal communities, to bring political pressure to bear against a proposal, the exclu- 
sionary rule, that could not be defeated by argument on the merits. At an informal 
meeting during the pendency of the rule proposal, involving representatives of the 
SEC and the POB, I was told by a veteran Washington insider that there wasn’t 
a significant law firm in DC that hadn’t been lined up by the profession to assist 
in its battle. 

In the tumult of the moment, many leaders of the accounting profession — and 
here I must say I am not including leadership of the POB — forgot their profession’s 
origins as one granted exclusive rights, and reciprocal duties, to perform a vital pub- 
lic service. Although affected by the public interest as much as, or more than, any 
public utility, these leaders were demanding freedom from serious oversight or con- 
straint. From my vantage point as a member of the Panel on Audit Effectiveness 
who had a career of experience working closely with literally hundreds of respon- 
sible public accountants, I became increasingly convinced that the leadership of the 
profession was seriously, perhaps disastrously, disserving a worthy profession. 

A rule on independence was adopted on November 21, 2000, shortly before Arthur 
Levitt’s term expired. The adopting release was 212 pages long. It was meticulously 
detailed. In that detail a careful reader can discern the parry and thrust of the bat- 
tle that raged over each principle sought by the SEC and every word and sentence 
by which each surviving principle was to be expressed. I am sure if Lynn Turner 
bared his back and shoulders, we would find more wounds than we could count, in- 
flicted by a profession in the hands of hostile and shortsighted people. 

The release acknowledges in several places that, in the SEC’s view, the final rule 
struck a reasonable balance among the commenters’ differing views. The release 
also claims the rule achieves the SEC’s important public policy goals. I wish these 
statements were true. But it is my firm opinion they are not. There is a large gap 
between the sound policy goals sought by the SEC and the actual accomplishments 
that can realistically be anticipated by the rule. When the smoke had cleared, it was 
apparent to this observer that the profession had won the battle. Importantly, how- 
ever, it was just one battle in a war the outcome of which, when it comes, sooner 
or later, will be different. 

About the rule, let me be clear. I am not saying that, on balance, we would be 
better off without the rule. It is useful, despite its breathtaking complexity, which 
has proven very costly for the best intentioned issuers. I speak here as Co-Chair 
of the Audit Committee of a large public company that is continually struggling to 
understand the rules and assure that both it and its auditor are in compliance. 

The rule is not even “half a loaf;” nonetheless, it is a step in the right direction. 
I say that for three reasons. First, because it was a bold and honorable battle hard 
fought by the SEC. In future battles this effort will count for a lot, despite the many 
compromises. Second, because the policy goals elaborated in both releases, and sup- 
ported by abundant testimony and comment, provide a compelling foundation for 
carrying the battle forward in the halls of Congress, where, it has become clear, the 
fight must now be taken. And third, because the disclosure requirement is proving 
of particular use in focusing public attention, not to mention the attention of audit 
committees, on the amazing growth in nonaudit fees paid to their auditors. 

In thinking of the disclosure requirement, it is important to remember that the 
SEC in 1978, based on what it then saw as a growing amount of nonaudit services 
being performed for audit clients, adopted a very similar disclosure rule, ARS 250, 
which was swiftly repealed in 1982 as the consequence of massive pressure from a 
profession that was beginning to be adversely impacted by disclosure. Since then, 
as we now know, nonaudit services have increased exponentially. 

So what is wrong with the rule? In many respects it can be criticized. I want only 
to address one big problem. The SEC adduced strong and abundant evidence in the 
rulemaking process, as summarized in III(c)(2Xa) of the Adopting Release, that pro- 
viding to one’s audit client nonaudit services of any kind or kinds, if large enough 
in terms of fees paid, may impair independence. Despite this powerful predicate for 
rulemaking, the rule adopted fails absolutely to address this concern. 

The SEC describes the rule as implementing a “two-pronged” approach: 

1. Requiring separate disclosure of audit fees, financial information-related serv- 
ice fees, and other nonaudit fees. 

2. Prohibiting nine specific nonaudit services believed by the SEC to be, by their 
very nature, incompatible with independence. 
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Economic incentives derived from nonaudit work, no matter what their mag- 
nitude, were not defined as being, by their very nature, incompatible with independ- 
ence. In failing to address this matter, the SEC ignored a mountain of persuasive 
argument. 

This giant omission touches upon one of the two fictions I am going to address. 
Fiction Number One is the claim that payment by an audit client to its auditor for 
consulting and other nonaudit services, no matter how large, will never impair inde- 
pendence, that is, will never have an adverse effect on the quality of the audit or 
be seen to have such an effect in the eyes of the investing public. 

It defies common sense to claim that large payments for nonaudit services, which 
management could easily purchase, or threaten to purchase, from service providers 
other than its auditor, do not function as a powerful inducement to gain the audi- 
tor’s cooperation on how the numbers are presented. 

Audit account partners are expected by their firms to establish close relationships 
with the managements they serve. They are expected to cross-market to manage- 
ment as full a range of nonaudit services as possible. And they are compensated by 
their firms on the basis, among others, of how much revenue they produce from 
their audit clients. Their stake in maximizing revenue from these clients through 
cross-marketing of nonaudit services is as natural and compelling as any financial 
reward could be. To claim these incentives have no adverse impact on both the fact 
and appearance of independence is a fiction, pure and simple. 

To be fair, I should point out that the rule contains a general standard, 2.01(b), 
that declares an accountant not independent if, in fact, or in the opinion of a fully 
informed, hypothetical “reasonable investor,” the accountant is not capable of exer- 
cising objective and impartial judgment. Absent a “smoking gun,” this “capability” 
test would seem to create a virtually insurmountable hurdle for the SEC. 

The disclosure requirements of the rule, which enjoy the truth-eliciting feature of 
proxy rule sanctions for misstatements, have already illuminated the seriousness of 
the economic incentive problem. On average, for every dollar of audit fee paid, cli- 
ents paid their auditors $2.69 in fees for nonaudit services. In other words, nonaudit 
fees represent, on average, 73 percent of total fees paid to auditors. This percentage 
is astoundingly large, even when one discounts it for lumping together audit-related 
services such as work on financials in registration statements. Of course, this is just 
the average. As The Washington Post reported in a June 13, 2001 editorial: “KPMG 
charged Motorola $39 million for auditing and $623 million for other services. Ernst 
& Young billed Sprint Corp. $2.5 million for auditing and $63.8 million for other 
services.” 

If Rule 2-01 with all of its promise and detail, allows nonaudit service fees, as 
a percentage of total fees, to represent even a fraction of the 73 percent average that 
we now know prevailed on the eve of the rule’s adoption, the rule must be counted 
a failure. Given the compromises reached in defining the “terrible nine” services 
that may not be provided, I am afraid the percentage will not be substantially less- 
ened by these so-called “bright line” exclusions. Of course, there remains the often 
powerful effects of disclosure on corporate behavior and, in this case, on the behav- 
ior of the audit committees. 

Disclosure might encourage the growth of “best practices,” as exemplified by 
TIAA/CREF, for example, which denies its auditor any nonaudit business. Over 
some period of years, the rule’s disclosure could cause a growing number of audit 
committees to back away from using their auditors for any significant amounts of 
nonaudit work. 

But I wouldn’t bet on it. I fear Rule 2-01 will turn out to be the Maginot Line 
for Independence, crisscrossed with trenches, barbed wire and gun emplacements, 
all pointing in one direction only, capable at will of being thoroughly outflanked. 

One indication of the rule’s failure in addressing the impact of large payments for 
nonaudit services can be found in the way the Big 5 presented it to their audit cli- 
ents. I have been exposed to only one sample, which I fear may be illustrative of 
what others did, at least in oral presentations. Overall the message of this firm’s 
booklet on the rule, provided to audit committees and to management of its audit 
clients, is that the rule changes almost nothing. In the sweep of its misleading 
characterization of what the SEC was seeking to accomplish, it leaves an informed 
reader amazed at the firm’s audacity. It carried Fiction Number One to a breath- 
taking extreme. I want you to hear only one statement taken from this document. 
It appears twice with only slight variations. Here’s one version: 

“The real issue for audit committees is the nature of the work performed, 
not its cost. The rules do not indicate that fees of any magnitude alone im- 
pair independence. Nor did the SEC cite specific ratios of audit to nonaudit 
fees as being ‘good’ or ‘bad.’ 
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“Historically, the size of nonaudit fees paid to an audit firm has been rel- 
evant to SEC independence considerations only to the extent that the total 
fees earned from one client represent a disproportionate percentage of the 
audit firm’s total revenues. SEC guidance on this point has established 15 
percent of an audit firm’s total fees as a threshold of concern.” 

In 2001, the smallest of the Big 5’s total revenues was reported in The New York 
Times to have been more than $9 billion. Using the 15 percent “threshold of con- 
cern,” a client could pay its Big 5 auditor at least $1.35 billion dollars per year in 
nonaudit fees before the audit committee, SEC, or anyone else need trouble itself 
over independence. In practical terms, there was no limit. 

How any professional firm, let alone a closely regulated firm of auditors, could so 
blatantly deceive its audit clients in this way defies common sense. For me, given 
the spirit of what the SEC was trying to accomplish by this rulemaking, and the 
take-no-prisoners approach of the profession, the only plausible answer is that it is 
a reflection of the contempt that a victor sometimes directs against the vanquished. 
For there was no question that the firms were victorious in beating back the SEC’s 
efforts at reform. 

The Big 5 firm that authored this statement surely knew that the 15 percent 
“threshold” came out of a 1994 no-action position taken by the Office of the Chief 
Accountant to address nonaudit fees proposed to be paid to a very small auditor to 
allow that auditor to take on as a client its first SEC registrant. They know as well 
that this ruling was limited to its special facts and contained no suggestion of being 
an authoritative statement with regard to independence generally. 

One basic problem with nonaudit fees, which exists regardless of their magnitude 
but grows more serious as the fees grow larger, is conflict of interest. This conflict 
derives from the fact that, in performing both audit and nonaudit services, the audit 
firm is serving two different sets of clients: 

1. Management, in the case of nonaudit services, which typically are commis- 
sioned by, and performed for, management. 

2. The audit committee, in the case of audit services, which now are by rule com- 
missioned by the audit committee and performed for that committee, the share- 
holders and all those who rely on the audited financials and the firm’s opinion in 
deciding whether to invest. 

The audit firm is a fiduciary in respect to each of these two very distinct client 
groups, duty-bound to serve each with undivided loyalty. It is obvious, and a matter 
of common experience, that in serving these different clients the firm will be regu- 
larly subject to conflicts of interest. These conflicts tear at the heart of independ- 
ence. What is independence? It is the absolute freedom to exercise undivided loyalty 
to the audit committee and the investing public. When other loyalties tug for rec- 
ognition, and especially when they come from those in a position to enlarge or 
shrink one’s book of business, on which depends one’s partnership share, the free- 
dom necessary to meet one’s professional responsibilities as an auditor is adversely 
affected. 

Paul Volcker, in testimony on the rule, given in New York City on September 13, 
2000, made the same point: 

“The extent to which the conflict has in practice actually distorted audit- 
ing practice is contested. And surely, instances of overt and flagrant viola- 
tions of auditing standards in return for contractual favors — an auditing 
capital offense so to speak — must be rare. But more insidious, hard-to-pin 
down, not clearly articulated or even consciously realized, influences on 
audit practices are another matter.” 

To highlight the size of the hole in the rule, consider that, in addressing disquali- 
fying financial and business relationships between an accountant and its audit cli- 
ent, the rule declares in absolute terms that an audit firm lacks independence if 
there exists (a) any investment in the client, however small, by the firm or per- 
sonnel involved in the audit, or (b) any direct business relationship with that client, 
however insignificant. Explicitly excluded from the term “business relationships,” is 
the provision of nonaudit services by the audit firm to its audit clients. Thus, one 
faces the absurdity of a rule that is absolute in banning financial and business rela- 
tionships that are utterly inconsequential while appearing to allow any level of 
nonaudit fees to be paid to the audit firm. 

My point is not to suggest that the finely textured concerns of the SEC over the 
independence-impairing effects of various financial and business relationships are 
misplaced. They reflect legitimate, albeit immeasurable, concerns. But the impor- 
tant point is that they pale in significance when compared to the potential for 
impairment that comes from the financial and business stake that an audit firm, 
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despite the rule, is still free to develop in an audit client through provision of a very 
wide variety of permitted nonaudit services. 

To plug this big hole, I suggest a simple exclusionary rule covering virtually all 
nonaudit services, in place of the deeply complex, existing rule that I hope, by now, 
to have convinced you is ineffective. 

This rule would define the category of services to be barred as including every- 
thing other than the work involved in performing an audit and other work that is 
integral to the function of the audit. In general, the touchstone for deciding whether 
a service other than the straight-forward audit itself should be excluded from 
nonaudit services is whether the service is rendered principally to the client’s audit 
committee, acting on behalf of investors, to facilitate, or improve the quality of, the 
audit and the financial reporting process or is rendered principally to provide assist- 
ance to management in the performance of its duties. 

This exclusionary rule could include a carefully circumscribed exception to permit 
certain types of nonaudit services to be rendered by the audit firm to its client 
where special circumstances justify so doing. Use of such an exception should re- 
quire at least the following: 

(a) Before any such service is rendered, a finding by the client’s audit 
committee that special circumstances make it obvious that the best inter- 
ests of the company and its shareholders will be served by retaining its 
audit firm to render such service and that no other vendor of such service 
can serve those interests as well. 

(b) Forthwith upon the making of such finding, submission of a written 
copy thereof to the SEC and SRO having jurisdiction over the profession. 

(c) In the company’s next proxy statement for election of directors, disclo- 
sure of such finding by the audit committee and the amount paid and ex- 
pected to be paid to the auditor for such service. 

The rule would be refined, administered, and enforced by the legislatively empow- 
ered SRO that is the subject of my second recommendation for reform (discussed 
below). 

The fundamental argument for exclusion is the avoidance of what amounts to a 
professional conflict of interest in serving two clients within one corporation. Beyond 
that, however, there are a number of other points to be made. And I summarize 
them below: 

1. Given the conflict of interest, it is not realistic to expect the firm, itself, to de- 
cide convincingly on its own independence. Given its self-interest in the outcome, 
the credibility of this process is highly suspect. 

2. Nor is it feasible to expect independence to be assured by approval of the audit 
committee. It is impossible for that committee to identify when the problem exists. 
To challenge the auditor’s judgment on the matter is to challenge its integrity, 
something audit committees are not likely to do. Independence is a state of mind, 
necessary to maintain the skepticism and objectivity that long have been the hall- 
marks of the accounting profession. Being subjective and invisible, independence is 
not something an audit committee can apply any known litmus test to determine. 

3. No one has suggested that the audit committee can be a substitute for clear 
rules where the problem of conflicts is most serious. Thus, for example, there is no 
suggestion that the audit committee be accorded discretion to assess independence 
despite the existence of financial or business interests between the audit firm and 
its client. Stock or other financial interests in one’s audit client, for example, have 
long been viewed as creating too clear a conflict of interest to become the subject 
of discretion, even if exercised by an audit committee composed only of outside direc- 
tors. The need for an exclusionary rule is rooted in the same ground: Prospective 
revenues from the provision of nonaudit services, extending into the future, create 
precisely the kind of financial stake that produces a conflict of interest capable of 
impairing independence. 

4. An exclusionary rule is easy to administer. It does not preclude an audit firm 
from engaging directly or through affiliates in nonaudit services of any kind. All 
business entities other than its audit clients are available for business. Since the 
rule would apply to all audit firms, for each audit client put out of bounds for 
nonaudit services, all the clients of other audit firms become available. 

5. An exclusionary rule should correct the current system of compensation, which 
was found by the Panel on Audit Effectiveness to fail in giving adequate weight to 
performing the audit function with high levels of skill and professionalism. This sit- 
uation adversely affects audit effectiveness. Success in cross-marketing an audit 
firm’s consulting services is a significant factor in the compensation system. The 
skills that make one successful in marketing nonaudit services to management are 
not generally consistent with the professional demands on an auditor to be persist- 
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ently skeptical, cautious, and questioning in regard to management’s financial rep- 
resentations. As long as the marketing of nonaudit services by auditors to their 
audit clients is encouraged, expected, and rewarded, there will exist a tension coun- 
terproductive to audit excellence. An exclusionary rule would eliminate both this 
tension and its harmful effects. 

6. An exclusionary rule would be effective in rewarding those audit firms most 
sensitive to the independence issue and most scrupulous in seeking to avoid a real 
problem or even the appearance of a problem. Toothless exhortation and disclosure 
are pale green lights to those willing to sail close to the line, or cross over it. This 
situation has the perverse impact of hurting the competitive position of the most 
sensitive and scrupulous audit firms, and in time encourages even those firms to 
drop their guard and exploit the laxness in standards as well. 

7. Independence is given important meaning in many analogous situations where 
potential conflicts, while not always certain to impair independence, nonetheless are 
prohibited in the interest of avoiding the problem. For example, consider the kind 
of independence necessary for a director to serve on an audit committee of a public 
corporation. The Blue Ribbon Committee on Improving the Effectiveness of Cor- 
porate Audit Committees determined that, for a director to be independent for that 
purpose, he or she must not accept compensation from the corporation for any 
service other than service as a director and committee member. The Blue Ribbon 
Committee noted that “. . . common sense dictates that a director without any 
financial, family, or other material personal ties to management is more likely to 
be able to evaluate objectively the propriety of management’s accounting, internal 
control, and reporting practices.” The common sense parallel to the auditor is both 
exact and compelling. Compensation for any service other than the audit threatens 
independence. 

8. An exclusionary rule is a low-cost premium on an important insurance policy 
for the whole profession, against governmental intervention to deny audit firms the 
right to do any nonaudit work. In the Panel’s Report we wrote, as of August 31, 
2000, that “an exclusionary rule would go far toward eliminating the possibility of 
a major audit failure being linked to the influence of nonaudit service business on 
the audit firm’s diligence and skepticism, an event that would provide a basis, and 
possibly the momentum, for some radical solution like a total ban.” Enron could 
turn out to be the failure we were imagining. 

The Need for a Legislatively Empowered Self-Regulatory Organization 

The second fiction I wish to address is the profession’s three-fold claim that (1) 
it has the ability and motivation to regulate itself voluntarily, (2) it has done so ef- 
fectively over the past several decades, and (3) therefore, there is no need for a legis- 
latively empowered regulatory body led by persons independent of the profession. 

The present form of self-regulation of the auditing profession reminds one of mili- 
tary music, or even, some might argue, corporate governance — a classic oxymoron. 
Having looked closely at the system of governance within the auditing profession, 
I am not prepared to be quite so simplistic. However, I am quite certain that the 
governance of this vitally important profession is in an entirely unsatisfactory state. 
Moreover, this is no trivial matter. 

Overview of Governance 

Today, governance is exercised from three sources: 

1. State boards of accountancy, which have licensing powers. 

2. The SEC, which exercises potentially broad powers over those who audit re- 
porting issuers. 

3. Private organizations of the profession, of which there are at least seven impor- 
tant ones. 

The profession claims that, through its various organizations, effective self-regula- 
tion is achieved. Having looked closely at this claim, I believe it to be false. What 
one sees is a bewildering maze of overlapping committees, panels and boards piled 
one on top of the other. They are characterized by complexity and ineffectiveness 
in matters of central importance to any effective system of self-regulation. 

Among the short-comings of the present system are the following: 

1. Lack of real public representation. 

2. Lack of unified leadership over the seven organizations. 

3. Lack of transparency. 

4. Fuzzy and often overlapping areas of responsibility. 

5. Conflict between self-interest (as in the American Institute of Certified Public 
Accountants, AICPA, which is a trade organization parading as an SRO) and protec- 
tion of the public interest. 
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6. Lack of any credible system for imposing discipline, a sine qua non for effec- 
tiveness. 

7. Lack of assured funding. 

8. Overall, lack of accountability to anyone. 

Given its importance, a further word on discipline. Here’s all there is. The Quality 
Control Inquiry Committee of the SEC Practice Section of the AICPA (QCIC) is 
charged with investigating alleged audit failures involving SEC clients arising from 
litigation or regulatory investigations. However, it is only looking to see if there are 
deficiencies in the firm’s system of quality control. It is not involved in assessing 
guilt, innocence, or liability of the firm or any individual. And its report is only pro- 
spective in its impact. 

The Professional Ethics Executive Committee of the AICPA (PEEC) is charged 
with such responsibility for discipline as exists. It is supposed to pick up cases from 
the QCIC. However, out of alleged “fairness,” at the firm’s request, the PEEC will 
automatically defer investigation until any litigation or regulatory proceeding has 
been completed, often many years later. This system results in long delays in inves- 
tigation and, as a practical matter, renders the disciplinary function a nullity in 
almost all instances. 

It was the Panel’s hope to recast the POB as the central overseer of self-regula- 
tion, with power and with responsibility to effect changes necessary to make self- 
regulation effective. With a new and energetic Chairman in Chuck Bowsher, this 
idea seemed achievable. As conceived by the Panel, the POB would have had these 
new elements: 

1. Public members, independent of both the profession and the SEC, would con- 
stitute a majority of the board. 

2. “Strings attached” funding would be provided by the profession in amounts suf- 
ficient to carry out the POB’s mission. 

3. Absolute control over the nature of its work and the budget necessary to carry 
out that work. 

4. Power to oversee all of the profession’s governance organizations. 

5. Power of approval over appointments to the various organizations and over 
hiring, compensation, evaluation, and promotion decisions by AICPA in respect of 
employees of key organizations. 

6. Term limits for board members. 

7. Nominating committee for selection of board members, composed of represen- 
tatives of public and private institutions especially concerned with the quality of 
auditing and financial reporting. 

8. Advisory council, composed similarly to the nominating committee, responsible 
for annually reviewing the work agenda for the POB. 

The new charter for the POB was the result of heavy negotiation among the Big 
5, the AICPA, and the SEC. It fell short of the Panel’s recommendations in several 
important respects: 

1. No POB approval over membership of governance organizations. Concurrence 
rights over Chairs. 

2. No oversight over PEEC’s standard setting activities. 

3. No nominating committee or transparency for POB board membership. 

4. No oversight of staff of key governance organizations. 

5. No power to change POB charter. 

The POB believed it could work around its charter limitations by the threat of 
going public with disagreements. A whistle-blower technique. At the time I thought 
this a slim possibility. Making the POB the central, responsible, and empowered 
regulator of the profession, which was the Panel’s goal and similarly the goal of the 
SEC under Chairman Levitt, was powerfully and effectively resisted by the AICPA. 
Again, the battle was waged. Again, the AICPA and the big firms asserted their 
immense power on behalf of unchecked self-interest. And again, the profession’s 
leaders came out on top. 

However well-intentioned Chuck Bowsher and his board might have been, and I 
know they were well-intentioned, there was no way they could have achieved effec- 
tive self-regulation of this profession under the POB’s charter as negotiated in 2000. 
Even if they had gotten all that the Panel advocated, it wouldn’t have worked. The 
reason is quite simple. Like many other businesses, the profession, and particularly 
its current leaders, apart from the POB, do not want self-regulation. They want the 
shield of apparent self-regulation. But not anything close to the real thing. 

Now, as you know, the POB members have all resigned in protest over the actions 
taken by the Big 5 CEO’s and the AICPA, in cooperation with the new SEC Chair- 
man and in complete disregard of the Panel’s recommendations and the modest ef- 
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forts taken so recently to strengthen the POB. The five members of the POB did, 
indeed, become whistle-blowers, having no other choice even in the face of a pal- 
pable crisis to the profession. 

Whatever the explanation for the profession’s nearly suicidal attempt to evade the 
POB, which was the only plausible entity capable of some self-regulation, and what- 
ever the SEC Chairman’s motives in lending support to this effort, it wifi not stand 
scrutiny. On the back of Enron, real reform must come at the legislative level. It 
must emerge from the lawmakers on Capitol Hill not only because the SEC appears 
unwilling to lead. In regard to an SRO, only legislation can arm an SRO with the 
necessary powers to do the job. A review of the essential elements common to all 
the existing SRO’s will explain why this is so. Here they are: 

1. Creation by legislation or by governmental agency pursuant to legislation, with 
clear powers to write rules and conduct enforcement and disciplinary proceedings. 

2. Supervision by Government agency, including registration with that agency to 
operate as an SRO, agency approval of all rules adopted by the SRO and agency 
power to adopt rules for the SRO. 

3. Power in the supervising agency to sanction the SRO for failure to perform its 
responsibilities, as, for example, failure to comply with its self-governance rules or 
to enforce the rules it imposes on those it has the chartered duty to regulate. 

4. Requirement that all participants in the profession or industry being regulated 
(that is, brokers and dealers) become subject to the SRO’s jurisdiction and powers. 

It will be useful to examine further the workings of the NASD’s SRO, whose most 
important public duty is that of policing the rules of financial responsibility, profes- 
sional conduct and technical proficiency. In carrying out this charge, the SRO is 
given essentially the same range of sanctions available to the SEC, which must be 
applied by the SRO in cases where a broker-dealer or its employees have violated 
tbe securities laws or SEC-enacted rules or the rules of the SRO. Of particular im- 
portance in achieving wide-spread compliance with the rules of professional conduct 
is the power of both the SEC and the SRO to discipline either or both the super- 
visory personnel and the firm for a failure to supervise employees who misbehave. 
To avoid sanction the firm must have in place procedures to deter and detect rule 
violations and a system for the effective implementation of those procedures. It is 
hard to exaggerate the importance of this “duty to supervise” in respect of its pro- 
phylactic effects. 

To facilitate speedy investigation by the SRO of alleged violations, and speedy 
judgment and imposition of sanctions where warranted, the SRO has one critically 
important tool that it uses to gain the cooperation of those it regulates, even those 
who are targets of an investigation. Its rules require each of its registered firms and 
individuals to turn over all requested documents and other information, and to ap- 
pear and testify, in connection with an SRO investigation. Failure to cooperate in 
this way can result in expulsion from the industry. Courts have held the Fifth 
Amendment privilege against self-incrimination inapplicable to sanctions imposed 
by an SRO. Thus, as a practical matter, those regulated by the SRO, including the 
target of an investigation, must cooperate or lose their right to be in the industry. 

As a result of being vested with law enforcement powers in combination with close 
supervision from a governmental agency, an SRO possesses three significant pro- 
tections that typically are only enjoyed by governmental agencies in the exercise of 
enforcement powers. They are: 

1. Immunity from suit. 

2. Privilege from discovery of investigative files. It is important to note here that 
this privilege is generally understood to operate only during the investigation. This 
limitation holds for the SEC too. 

3. Protection from antitrust violation for group boycott or other activity violative 
of antitrust principles. 

These protections proceed from the fact, as reflected in Congressional committee 
reports, that an SRO is delegated law enforcement powers subject to supervision by 
the governmental agency from whence those powers came. Effectiveness compels the 
delegation of these protections as well. 

From the foregoing brief summary of the common elements of an SRO, it can be 
seen that a private organization such as the POB, voluntarily organized by the 
accounting profession to self-regulate itself, cannot do the job, no matter how well- 
intentioned its leaders might be. 

To reiterate: The SRO’s are effective because they are accountable to a govern- 
mental agency and derive from their relationship with that agency immunity from 
suit and important protections against discovery and antitrust laws, while at the 
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same time preserving their private status enough to avoid the Fifth Amendment’s 
protections for those it regulates. 

The inescapable conclusion from this analysis is that, unless and until a real, leg- 
islatively supported SRO is put in place to regulate the accounting profession, little, 
if any, progress toward an effective disciplinary system for accountants practicing 
before the SEC can be made, outside the SEC itself. 

The need for the two reforms outlined above is not a trivial matter. To the con- 
trary. I will use an analogue from Congressional history to measure this need. In 
the wake of the Great Depression, with the failure of an immense number of banks, 
and the huge losses to depositors, the Congress recognized that the public’s con- 
fidence in the country’s banking system had been badly shaken. Through hearings 
before the House and Senate, it became clear that the public’s earnings, when de- 
posited in banks, had to be made safe, in fact, and the public had to be convinced 
of their safety. To meet this goal Congress passed the Banking Act of 1933, creating 
the Federal Deposit Insurance Corporation and the system of deposit insurance we 
still enjoy. 

Since 1933, as you all know, the public’s earnings have gradually migrated from 
the banking system to the capital markets: From bank deposits to money market 
mutual funds and, increasingly, to equities. 

With this shift in how the public saves its earnings must come a shift by law- 
makers in fashioning the kinds of protections these public investors need. 

The Congress should not, of course, create a safety net to protect public investors 
in equities against any loss. To do that would be to do more harm to our system 
of capital formation than good. 

But the Congress should act to insure that the system by which our corporations 
present their financial condition to the world is worthy of trust by the investing 
public. The auditors are the last line of defense against management’s inclination 
to fudge the numbers and, in recent years, with disturbing frequency, to present 
misleading and even false numbers. 

Legislative action is needed now, because, with the growing number of audit fail- 
ures in recent years, culminating (but not ending) with Enron, the public’s trust and 
confidence has again been badly shaken, just as in the Depression. However, this 
time the loss of confidence is by the public in its capacity as investors, not deposi- 
tors, and its loss of trust and of confidence is directed at the reliability of financial 
statements certified by auditors. 

I hope that the Enron hearings will convince Congress that the public’s trust in 
the auditing system must be restored by prompt and forceful legislative interven- 
tion, just as the public’s trust in the banking system was restored by forceful Con- 
gressional action in 1933. 

The two reforms I have summarized will do the job. Other measures addressed 
to: (1) matters of corporate governance, such as assuring punishment of officers and 
directors for dereliction of duty or conflict of interest; or (2) matters of conflict of 
interest involving securities analysts, may prove useful if carefully drafted after 
study and a weighing of costs against benefits. The time for reforming the auditing 
profession, however, is here and now. 
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lanital States Senate 

COMMITTEE ON BANKING, HOUSING, AND 
URBAN AFFAIRS 
WASHINGTON, DC 20510-6075 

March 6 , 2002 


The Honorable George W. Bush 
President 

1600 Pennsylvania Avenue, NW 
Washington, DC 20500 

Dear Mr. President: 

Yesterday the Committee on Banking, Housing, and Urban Affairs received a report from 
the United States General Accounting Office (GAO) examining operations at the Securities and 
Exchange Commission (SEC). The GAO concluded that the SEC’s dual responsibility to protect 
investors and assure the integrity of the securities markets may be threatened by the inadequacy 
of its staff resources. Given the immediacy of this risk and its potential consequences for our 
capital markets and therefore our national economy, I urge you to take prompt action to assure 
additional resources for the SEC with a supplemental appropriation for fiscal year 2002. 

I am deeply concerned that the Administration appears not to appreciate fully the role of 
the SEC in ensuring investor confidence, on which the efficient functioning of our capital 
markets ultimately depends. Recent statements by a spokesperson for the Office of Management 
and Budget suggest that the Administration sees the Commission’s budget as secondary to other 
government priorities. In fact, however, healthy capital markets are essential to preserving our 
national economic strength, which surely must be one of our top priorities. 

The circumstances surrounding the recent failures of Enron Corp. and other public 
companies have raised especially urgent questions because, for the first time in our nation’s 
history, a majority of Americans are now investors, directly or indirectly. As they make the 
financial decisions that shape their lives and assure their families’ well-being, they must have 
confidence that the information available to them is complete, accurate, timely, and 
comprehensive. Investor confidence, and accordingly the strength of our markets, requires the 
SEC to address investor protection, accounting, market regulation, and other complex issues 
raised by the Enron experience. 

In its report the GAO concluded that "recent disclosure and accounting scandals illustrate 
how important it is that SEC rise to the challenge of providing effective market oversight to help 
maintain investor confidence in securities markets." At the same time, the GAO found that the 
Commission’s budget resources have not kept pace with the growth in the markets. For example, 
between 1991 and 2000, the number of enforcement staff devoted to investigations increased 
only 16 percent, while the number of cases opened during that period increased 65 percent. 
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Moreover, limited staff resources have prevented the SEC from reaching its goal of reviewing 30 
to 35 percent of annual corporate filings; in 2001, the SEC reviewed only about 16 percent of 
annual corporate filings. In the SEC’s formal budget estimate, it frankly acknowledges that it 
will fail to meet one of its inspection goals. 

The GAO also noted that high staff turnover threatens to undermine the Commission’s 
work. In 2001, turnover at the SEC was almost twice the government- wide rate. The Congress 
has worked to remedy this problem by providing the SEC with the authority to pay its employees 
on a par with the employees of the Federal banking regulators. I recently joined you at a White 
House ceremony where you signed H.R. 1088, the "Investor and Capital Markets Fee Relief 
Act," which included a pay parity provision in addition to reducing the fees charged by the SEC. 
The Commission lacks the funds to implement the pay parity program, although the FY03 
budget submission fully implements the fee reduction program. I urge you to redress this 
imbalance in the supplemental appropriation. 

In addition to the GAO report, I commend to you the record of the Senate Banking 
Committee’s hearing on February 12, 2002, the first in a series of oversight hearings on the topic 
of "Accounting and Investor Protection Issues Raised by Enron and Other Public Companies." 
The witnesses at that hearing were five former SEC Chairmen: Roderick M. Hills, Harold M. 
Williams, David Ruder, Richard C. Breeden, and Arthur Levitt. They represented both parties 
and five administrations - three Republican, two Democratic. These former Chairmen were 
unanimous in the view that the SEC urgently needs additional resources if it is to carry out its 
mission. 

Given the magnitude and the urgency of the challenge facing the SEC, I urge you to 
request a supplemental appropriation to assure timely and equitable implementation of the pay 
parity provisions which you have signed into law, as well as necessary additional staff resources 
for the Commission. Former Commissioner Bevis Longstreth, who served in President Reagan’s 
first Administration, once described the Commission as "a jewel among government agencies." 

It has never been more important than it is today for the Commission to maintain that high 
standard. 


Sincerely, 

Paul S. Sarbanes 
Chairman 


cc: The Honorable Mitchell E. Daniels, Jr. 
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NASBA 


National Association of State Boards of Accountancy 
150 Fourth Avenue North, Suite 700, Nashville, TN 37219-2417 
Tel 615/880-4200 Fax 615/880-4290 Webwww.nasba.org 


March 22, 2002 


U.S Senate Committee on Banking, Housing and Urban Affairs 
534 Dirksen Senate Office Building 
Washington, DC 20510 

Chairman Sarbanes, Ranking Member Gramm 
and Other Distinguished Members of the Committee: 

The National Association of State Boards of Accountancy appreciates the opportunity to 
share with the Committee some concerns about the changes in regulation of accountants 
proposed in the legislation spawned by the recent collapse of Enron. This financial tragedy 
has clearly shown the pivotal role certified public accountants play in the marketplace. We 
have seen, if the public's trust and confidence in the CPA's report is shattered, the market 
responds adversely, negatively impacting investors, employees and corporations both 
domestic and foreign. Those consequences are pervasive, affecting all audited entities 
throughout our market system — not just SEC registrants. 

In recent weeks, many Federal legislators, as well as the Securities and Exchange 
Commission, have proposed legislation and rules aimed at strengthening the regulatory 
system that governs accountants who audit reports submitted to the Securities and Exchange 
Commission. The state boards welcome changes that would enhance public protection, but 
there are some proposed changes that deserve additional consideration because of their 
impact on all businesses, small as well as large. 

Background 

For over 100 years state accountancy boards have been issuing licenses to "certified public 
accountants" who have shown they are competent to apply professional standards. This 
nation's 54 boards of accountancy (including all states, the District of Columbia, Guam, 
Puerto Rico and the Virgin Islands) currently license over 550,000 certified public 
accountants. It is the boards' job to license only those candidates who meet education, 
examination and experience requirements. Once licensed, they must periodically meet 
continuing professional education requirements. Firms in more than half of the states must 
also undergo practice review to be registered to offer accounting services to the public. 

State boards of accountancy are additionally responsible for disciplinary actions against 
CPAs and CPA firms. When appropriate, these actions result in the limitation, suspension or 
revocation of licenses to practice. Revocation is the true "death penalty" for individual 
CPAs and firms, not only in respect to their practice before the SEC, but also in offering 
accounting services to the public. 
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State accountancy board members are accountants and public members who are appointed 
by their governors. Though many CPAs serve on boards, those boards are part of state 
government and are not affiliated with any professional association, neither the American 
Institute of CPAs, National Society of Accountants, National Council of CPA Practitioners 
nor any of the other organizations that represent the profession. Board members are 
charged with protecting the public and it is in meeting this responsibility that the recent 
legislative proposals can significantly help them. 

Looking Ahead 

Specifically, there are seven areas that the new legislation needs to consider: 

1 - Will the state licensing system continue to be used as the basis for recognition of 
professional competence? In the legislation proposed to date, licensure appears to be 
maintained as a precondition for registration, but several proposals expressly require the 
firms to list their affiliated persons and their state license numbers. 

2 - Would there be procedurally the possibility of cooperative enforcement with the 
new regulatory oversight board? This could be achieved via a mechanism by which one or 
more state boards could intervene, allowing joint hearings to be held. 

3 - Will the new board make the documents uncovered in its investigations available 
to other Federal and state enforcement agencies, including the state boards of accountancy? 
States should have access to the documents collected regardless of the results of the 
investigations. Despite the state boards' own strict confidentiality standards, they presently 
have difficulty in gaining access to the SEC's materials. 

4 - Will the new regulatory oversight board be given the authority of the SEC and 
will the new board follow due process hearing procedures that will enable the state boards to 
discipline on the basis of the new board's findings? State boards can discipline licensees 
based on SEC discipline without conducting hearings on the underlying facts, which saves 
enormous amounts of investigative costs. State boards operate on a complaint-based system. 
Once a complaint is received, an investigation is started to determine if there is sufficient 
evidence to move forward with discipline. Findings against a licensee already afforded a 
hearing hastens the process. 

5 - Will the individual state boards be notified directly of the new board's 
disciplinary findings so that prompt action can be taken relative to licenses? 

6 - Will the state boards of accountancy be represented on the new board or on 
those joint bodies determining standards of professional conduct? Such representation 
could provide practical assistance in coordinating standards for all licensees. 

7- Will the reports of the mandated quality review system be made available to the 
state boards so that they can take appropriate follow-up measures? In some states, the 
boards are only notified that the registrant has undergone a peer review. Rarely are they 
informed of modified or adverse peer review reports being issued. 
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Three Questions from the Committee's Staff 

Based on the testimony already heard by the Senate Committee on Banking, Housing and 
Urban Affairs, the staff has specifically requested answers to three questions: 

1 - Clarify what is being requested when sharing of information is discussed. 

When the new oversight board institutes an investigation, it should notify the state 
licensing boards in the states in which the public accounting firm or person associated with 
such firm engaged in the act or the failure to act alleged to have violated professional 
standards, of the pendency of the investigation, and shall invite the state licensing boards to 
participate in the investigation ( as proposed in Congressman Lafalce's HR 3818 ). 

Then, as identified in Congressman Dingell’s HR 3970, the state boards, as 
investigating bodies, would want to have available to them all reports, memorandums and 
other information prepared or received by, and deliberations of, the new oversight board 
and its employees and agents in connection with an investigation. This information should 
be admissible in any action brought by a state licensing board. 

2 - How is disciplinary action to be coordinated with the states? 

When an individual or firm registers with the new organization, the license or 
certificate number of each such person issued by the appropriate state board of accountancy 
should be listed with the organization to facilitate communication with the state boards. 

As discussed above, the board should be invited to participate in the investigation. 

If the new board or the SEC imposes a sanction upon a public accounting firm or 
person associated with such a firm, and that determination either is not subjected to judicial 
review or is upheld on judicial review, the state licensing board should be able to impose a 
sanction on the basis of the new board's report (HR 3818). 

During the required quality review for registered accountants (as stated in Senator 
Dodd's S. 2004), should inspection identify any act or practice or omission to act, by the 
registered accountant or any associated person, that the oversight board determines may be 
in violation of the Act, the rules of the new board or the SEC, or professional standards 
there shall be a "report of any such act, practice, or omission to the Commission, the 
Attorney General of the United States, and the appropriate state regulatory authority [state 
accountancy board] for appropriate referral and investigation...." 

Also as stated in S. 2004, the new oversight board "may refer any investigation to the 
Commission, the Attorney General of the United States, and the appropriate State regulatory 
authority [state accountancy board], as it determines appropriate, and each such entity shall 
evaluate any such referral and take such action with respect to the matter referred as it 
determines necessary or appropriate." 
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3 - Why can’t there be two levels of standards for accountants performing work for 
SEC registrants and for those who are not? 

The basic problem here is creating a coherent definition of independence for the 
accounting profession that the public can understand and rely on. If you have a CPA who 
works with one client that is an SEC registrant and then for another privately-owned 
company, it should be clear in all cases the services exhibit compliance with professional 
independence. Even to the informed public, it will be very hard to explain why an audit firm 
cannot perform non-audit services for an SEC-registrant it audits, but can perform both 
audit and non-audit services for a company not registered — and still be considered 
independent. Think how much more difficult that explanation will be when dealing with the 
many individuals who simply place their trust in the hands of state and Federal authorities. 

Currently the General Accounting Office and the Securities and Exchange 
Commission have set different standards for independence. These differences require 
reconciliation to clearly define what services are permissible in a professional engagement. 

It will continue to be the SEC that decides what should be the independence 
standard for those doing work for its registrants, but it will fall to the state boards to figure 
out how it will affect those accountants who are not doing this work. A coherent definition 
is preferable, but may not be enforceable. The current jumble of independence standards 
(i.e., GAO, SEC, AICPA, state boards of accountancy) hasn't yet been resolved in any 
discussions we’ve heard before various Congressional committees or in any of the proposed 
legislation we have seen. We believe it makes sense to convene the leaders of the various 
constituent groups involved in overseeing adherence to independence standards for the 
purpose of harmonizing their rules. We had hoped that the now defunct Independence 
Standards Board would have made strides in achieving this goal. But the ISB’s credibility 
suffered as a result of its ill-advised composition, which was dominated by representatives of 
the accounting profession and failed to include any state board representative. 

Overview 


The new legislation has the potential to simultaneously strengthen government oversight at 
both the Federal and state levels in order to maximize public protection. While we believe 
self-regulatory activities of the profession have been, and should continue to be, effective 
complements to Federal and state accountancy regulation, in no way should self-regulation 
be viewed as a substitute or significant mitigating factor for either. Communication and 
careful process design are the keys to achieving maximum protection. 

CPAs have been denigrated in recent weeks for what has been alleged as the misjudgments, 
errors or wrongdoing of a few. Yet, overall, CPAs are people who have met tough 
education, examination and experience standards and are committed to career-long learning. 
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Until recently, CPAs were reputed to have high integrity and to demonstrate strong ethical 
conduct. To set up oversight boards that specifically deny committed professionals 
leadership roles would be a mistake and should be reconsidered. Summarily dismissing 
those individuals who have acquired the greatest expertise in the field seems to make little 
sense. When HMO's allow non-physicians to dictate medical procedures, patients have 
protested. Is Congress about to set up a similar situation that would permit non-accountants 
to oversee technical standards? 

The state boards of accountancy stand behind the quality of their licensees, but the system 
can be improved. NASBA and the state boards have supported strong public protection in 
their statements to the SEC and the Public Oversight Board and have encouraged dear 
commonsense rulemaking for professional standards. The proposals recendy put forth 
have the potential to enhance public protection on both the national and state level and we 
applaud the Committee members' efforts to find the right legislation to bring this about. 

Respectfully submitted, 


Barton W. Baldwin, CPA 
Chair, NASBA 



David A. Costello, CPA 
President and CEO, NASBA 


Thomas J. Sadler 

Thomas J. Sadler, CPA 

Chair, NASBA Litigation Response and Assistance Committee 



ACCOUNTING REFORM AND 
INVESTOR PROTECTION 


THURSDAY, MARCH 14, 2002 

U.S. Senate, 

Committee on Banking, Housing, and Urban Affairs, 

Washington, DC. 

The Committee met at 10 a.m. in room SD-538 of the Dirksen 
Senate Office Building, Senator Paul S. Sarbanes (Chairman of the 
Committee) presiding. 

OPENING STATEMENT OF CHAIRMAN PAUL S. SARBANES 

Chairman Sarbanes. Let me call this hearing to order. 

This morning, the Committee on Banking, Housing, and Urban 
Affairs continues its hearings on auditing, accounting, financial re- 
porting, and investor protection. 

Although much of what is happening in the Congress has been 
prompted by the collapse of one extremely large company, the in- 
terest here in the Committee has been in trying to fashion an effec- 
tive response to what appears to be a structural and a systemic 
problem. 

In some respects, the problem perhaps can be summed up by the 
simple fact that, in addition to a well-publicized series of financial 
failures, public companies restated their earnings 607 times in the 
past 3 years, more than in the entire previous decade. Against that 
background an objective must be to strengthen audit quality, audi- 
tor independence, financial reporting, all of which, of course, are 
highly relevant to investor protection. And, of course, investor pro- 
tection is essential to sustain the integrity of the capital markets, 
which have been an important dimension of our economic strength. 

Each of the country’s Federal securities laws — the 1933, 1934, 
1935, and 1940 Acts — requires comprehensive financial statements 
that must be prepared, in the words of the Securities Act of 1933, 
by “an independent public or certified accountant.” 

Professor Benjamin Graham’s seminal textbook for securities an- 
alysts gives the reason: 

Prior to the SEC legislation, it was by no means unusual to encounter semi-fraud- 
ulent distortions of corporate accounts, almost always for the purpose of making the 
results look better than they were, and it was generally associated with some 
scheme of stock market manipulation in which the management was participating. 

The statutory independent audit requirement which I referred to 
earlier, contained in the 1933 Act, has two sides to it. It grants a 
franchise to the Nation’s public accountants, since their services, 
and only their services, and certification, must be secured before an 
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issuer of securities can go to market, have the securities listed on 
the Nation’s stock exchanges, or comply with the reporting require- 
ments of the securities law. But the other side of this franchise 
comes in return for the CPA’s performance, as the Supreme Court 
noted some years ago, of “a ‘public watchdog’ function that de- 
mands that the accountant maintain total independence from the 
client at all times and requires complete fidelity to the public 
trust.” In other words, they cannot get to market without the cer- 
tification. But obviously, that puts some obligations on the people 
that do the certification. 

The significance of that public trust was recognized from the be- 
ginning of the consideration of the Securities Act by this Com- 
mittee almost 70 years ago. On April 1, 1933, Colonel A.H. Carter, 
the President of the New York State Society of Certified Public Ac- 
countants, and Senior Partner of the firm that was then named 
Deloitte, Haskins & Sells, testified before this Committee. He ar- 
gued then, successfully, as it turned out, that requiring an opinion 
by an independent accountant as to the “correctness” of financial 
statements of registrants was preferable to creating a core of Gov- 
ernment auditors at the Federal Trade Commission. He explained 
that independent auditors were in a different position than “cor- 
porate comptrollers,” and I quote him: 

We audit the corporate comptrollers. The corporate comptroller is in the employ 
of the company. He is subject to the orders of his superiors. He is not independent. 
CPA’s should be empowered to check the accounts because it is generally regarded 
that an independent audit of any business is a good thing. 

When Senator Barkley, a Member of this Committee, asked Colo- 
nel Carter, “Who audits you?” He replied, “Our conscience.” 

Senator Gramm. The best audit. 

Chairman Sarbanes. We have heard during these hearings from 
former chairmen and chief accountants of the Securities and Ex- 
change Commission, former Federal Reserve Board Chairman 
Volcker, who testified as Chair of the Trustees of the International 
Accounting Standards Committee. We heard from the current 
Chair of the International Accounting Standards Board, David 
Tweedy, the Chair of the Financial Accounting Standards Board 
from 1991 to 1998, leaders of prior efforts to address accounting 
abuses and lagging standard setting, and experts in corporate gov- 
ernance. Virtually every witness has recommended basic changes 
in the regulation of auditing under the Federal securities law. It 
is appropriate, as we are doing today, that we hear from represent- 
atives of the accounting industry — not only appropriate, but also, 
obviously, quite important. 

The American Institute of Certified Public Accountants was es- 
tablished in 1887, and as I understand it, now has about 350,000 
members. Among its many activities, its committees promulgate 
auditing and ethical standards for accountants, and review claims 
of violation of professional ethics. The AICPA represents the inter- 
ests of the accounting profession before the Congress and before 
the Nation’s regulatory agencies. 

In fact, the AICPA has itself recognized a problem. It has now 
posted on its website the following: 

Investor confidence, already shaken by significant volatility in the capital mar- 
kets, has been further unsettled by the highly publicized restatements of financial 
statements, which have generated questions about the quality of financial reporting, 
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the effectiveness of the independent audit process, and the efficacy of corporate 
governance. 

We, therefore, look forward today to hearing the accounting in- 
dustry’s recommendations for addressing this situation. And subse- 
quent to this panel, we will hear from two economists, one from 
Brookings and one from AEI, who have studied various aspects of 
current accounting issues. 

Before I introduce the witnesses for their statements this morn- 
ing, I will yield to my colleagues. 

Senator Gramm. 

Senator Gramm. Mr. Chairman, Senator Bunning, I understand, 
has a conflict. So if it is okay with you, I would let him go first. 

Chairman Sarbanes. Yes, it is certainly okay with me. 

COMMENTS OF SENATOR JIM BUNNING 

Senator Bunning. I would like to thank you, Mr. Chairman, for 
holding these very important hearings and I would like to thank 
our witnesses for being here to testify. I would especially like to 
thank Senator Gramm for letting me jump ahead of him. 

Unfortunately, today, I have to be in two places at once. In the 
Armed Services Committee, we have the Secretary of Energy before 
us today and I need to speak to him about some important issues, 
specifically about the uranium enrichment plant in Paducah, Ken- 
tucky. But I wanted to make sure that I came over to welcome our 
witnesses and thank all of you for testifying. I especially want to 
thank my fellow Kentuckian, Olivia Kirtley, for testifying today. 

Olivia Kirtley is one of the most outstanding Louisville business 
consultants and was Vice President and CFO of Vermont American 
Corporation from 1991 to 2000. Vermont American is one of the 
largest manufacturers of power tool accessories. We are very happy 
that their corporate headquarters are located in Louisville, Ken- 
tucky. And I go by it every time I go to Louisville. 

Olivia was also Chair of the AICPA board in 1998 and 1999. She 
currently serves as a member of the board of directors and chair 
of the audit committee of two public corporations. 

God bless you. 

[Laughter.] 

Thank you very much for coming today and I am sorry that I will 
not be able to stay any longer. 

Mr. Chairman, thank you for giving me the courtesy. 

Chairman Sarbanes. Certainly. Thank you, Senator Bunning. 

Senator Gramm. 

STATEMENT OF SENATOR PHIL GRAMM 

Senator Gramm. Well, Mr. Chairman, first of all, I want to thank 
you for these hearings and for the tenor of these hearings. I do not 
think the Congress, in general, has covered itself in glory on this 
issue. But I believe that you have covered yourself and this Com- 
mittee in glory by having hearings that are forward-looking, that 
are aimed at trying to determine what we need to do to be certain 
that we restore investor confidence. 

I look forward to working with you on the important legislation 
that will flow from this effort. I think it is imperative that the leg- 
islation be bipartisan. I think when we take a bill related to this 
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general issue to the floor of the Senate, that we will have numer- 
ous amendments. I think there is a great danger that we could do 
very substantial harm to the American economy in the process. 

I believe if we are together on a bipartisan basis and we can 
unite our Committee, I think we have an opportunity to prevail 
with a reasoned approach that can benefit the American people and 
the American investor. If there has ever been an issue that should 
be a bipartisan issue that should not be a partisan issue, I think 
this is it. 

Let me say to our witnesses that we appreciate you coming. This 
is the era where we are bashing accountants. It does take the focus 
off bashing politicians and I guess we should be grateful for that. 

[Laughter.] 

But I just want to say to set the record straight, in repeating a 
comment I made in the first hearing we had, if I had to trust the 
safety and sanctity of my wife and children to a politician, a 
preacher, or an accountant, drawn at random from the American 
population, I would choose an accountant every time. 

I have a very high opinion of the men and women who practice 
accounting in America. I think it is very important that we not do 
anything that discourages the best and brightest from going into 
this profession. Because, ultimately, it is the quality of the person 
doing the job, not regulations, not laws. It ultimately comes down 
to the man or the woman who is making the judgment. And their 
judgment is absolutely critical. 

Let me say also that we need to be very careful about unintended 
consequences, unintended consequences where we do harm rather 
than good, or where we do more harm than we do good. 

There are two approaches to objectivity. And the one that I think 
is currently in fashion is let’s find someone who just came in off 
a turnip truck that knows absolutely nothing about the subject, 
and let’s give them responsibility because they are ignorant and 
they will be objective. But that creates its own series of problems. 
And I think in looking at structuring the governance of accounting, 
that these are issues that have to be discussed. I think it is imper- 
ative that we hear from people who are actually involved in the 
profession. 

There is this increasing tendency in Washington and in politics 
to say that people who know something about a subject are the last 
people we should ever talk to, that somehow, knowledge is cor- 
rupting, that the ability to petition the Government, which is guar- 
anteed in the Constitution, that somehow, there is something 
wrong and corrupting about that. 

I would say the best information that I get in the legislative 
process comes from people who are directly involved in the industry 
that is going to be affected and, quite frankly, the people that rep- 
resent them, the nefarious lobbyist who simply carries out a guar- 
anteed constitutional right and performs great service to America 
in the process, in my opinion. 

My job is to try to figure out what is right and wrong, what is 
special interest and what is public interest. 

So these are very important hearings because this is a very im- 
portant subject. We have had great hearings to this point, and I 
think they have enlightened us. We have heard many different 
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opinions as to what needs to be done, much of it conflicting. But 
when you are dealing with important issues like this and you are 
dealing with people who have been involved in it a lifetime, they 
are going to have differences of opinion. And I see that as healthy. 
I do not see that as a bad thing. 

Mr. Chairman, again, thank you very much for these hearings. 
I look forward to hearing our witnesses. 

Chairman Sarbanes. Thank you very much. 

Senator Corzine. 

STATEMENT OF SENATOR JON S. CORZINE 

Senator Corzine. Thank you, Mr. Chairman, and I thank all the 
witnesses for participating and taking the time to make these 
thoughtful presentations. 

I think this is the seventh hearing, if I have counted this right. 
This has been a remarkable set of presentations by people who I 
think really are searching for the best answer that we can come up 
with to — I do not think a perceived problem — a real problem in a 
lot of people’s minds with regard to the presentation of financial in- 
formation, which is so vital to the fundamental workings of our 
capital markets. 

I could not agree more with Senator Gramm about listening to 
practitioners. That is fundamental to make sure that we under- 
stand the nuances of what we are about. I also think this needs 
to be a bipartisan effort so we can get to an answer that works. 

I will disagree in the sense that unintended consequences some- 
times do harm. But sometimes consequences of doing nothing also 
create harm. If we somehow undermine the value of one’s ability 
to analyze how companies are actually performing and there is not 
a sense of confidence in that, then the risk premiums that will 
come into the valuation process I think can be dangerous for the 
economy and, in the long run, the formation of capital, which I 
think is what our objective is, is to try to get as even and level a 
playing field as we can in that proposition. 

I look forward to hearing all of your testimonies with it. I under- 
stand that Mr. Gerson is from Floren Park and I welcome him, a 
good part of New Jersey, very near to my home. 

I also would say that I have had personal experiences working 
with the accounting industry, diligent and fair-minded individuals 
who have worked very hard to make, I think, the presentation of 
numbers that I used to sign off on ones that I felt comfortable deal- 
ing with. 

So, I hope that we can look at this as a positive, integrated, and 
enhancing process as opposed to one that is confrontational. 

Thank you very much, Mr. Chairman. 

Chairman Sarbanes. Thank you, Senator Corzine. 

Senator Enzi. 

STATEMENT OF SENATOR MICHAEL B. ENZI 

Senator Enzi. Thank you, Mr. Chairman. I also appreciate your 
conducting these hearings and having as many hearings as we 
have had so that we can get as much information as possible before 
we leap off the ledge with legislation. 
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I do hope that people understand that the main reason that ac- 
counting and accountants are our focus here is because that is the 
jurisdiction of the Committee. And it is also an easy target. 

It is a profession that has been respected and is respected and 
it occurred to me that maybe the reason that CEO’s and CFO’s and 
lawyers, stock analysts, and other people are not getting the same 
kind of scrutiny that accounting firms are getting is because there 
is not that same respect or expectation for those other groups. 

I was very disappointed in The Wall Street Journal this morning. 
It has an article that says: How Accounting Fell From the Heights 
of Respectability. I did not feel quite so bad when I found out the 
total length of it was about five columns and it starts in 1494. 

[Laughter.] 

So while there have been some bad things, you have to go back 
a long ways to get a lot of information. 

It has been one of those areas of stability and provides stability 
in an international market. It is very important that we do not de- 
stroy that ability as we undertake some of these operations that 
fall under one of the legislative principles that I noted a long time 
ago when I was in the legislature. 

That is, if it is worth publicity, it is worth reacting to. And if it 
is worth reacting to, it is worth over-reacting to. 

[Laughter.] 

And that is where a lot of legislation goes. We do need to be very 
careful with this so that we do not destroy an industry that only 
has about five columns of bad stuff on it since 1494. 

Enron and Global Crossing have raised the profile of accounting 
and auditing issues. The collapse of these two companies has 
caused a ripple of fear throughout the investing community. Inves- 
tors are now asking, can I trust the officers of the company in 
which I invest? And can I believe the financial statements that I 
rely on to make my investing decisions? 

For decades, our investing structure has relied on integrity as 
one of the cornerstones of our financial markets. If we do not re- 
store that integrity, investor confidence will remain low and will 
encounter the risk of completely undermining our capital-raising 
process. 

At this point, I think that we know a number of areas where leg- 
islation might be needed. A new board should handle the tough 
ethical and certain disciplinary actions dealing with bad actors. 
This oversight board needs the authority and manpower to catch 
people engaged in unethical or illegal behavior early. 

You have to have registration with the board. The oversight 
board would have a track record of an individual accountant’s per- 
formance. Therefore, public accountants should register with the 
board. This will allow for better coordination between enforcement 
agencies. 

A new funding mechanism is badly needed. A board which sets 
our Nation’s accounting principles has an enormous impact on our 
capital markets. The board should not have to spend time and re- 
sources looking for funding. 

New disclosure requirements for corporate officers. We should no 
longer let corporate insiders with detailed knowledge of the com- 
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pany’s financial position sell blocks of stock while the rank-and-file 
employees lose their life savings. 

More accurate disclosure of companies’ financial standing is also 
needed. Through our hearings we have learned a lot about off bal- 
ance sheet partnerships. While I do think there is a useful purpose 
for these, if they have the ability of significantly affecting the 
standing of a company, they should be reported. 

The SEC needs to become more engaged in the oversight of how 
accountants are doing their job. Enron should have had their au- 
dits reviewed by the Commission on a more regular basis. 

I think the Commission is doing a fine job now. They seem to be 
doing a review of the audits of companies which use complicated 
accounting techniques. There is a higher sensitivity everywhere. 
However, where was the Commission over the past several years 
while the losses and hidden debt were building with each false re- 
port that have led to these different disclosures now? 

Last, and in the long term, this point may be the most impor- 
tant. We need to begin moving to a principle-based accounting sys- 
tem. Current accounting rules are too complicated and provide too 
much room for loopholes. Accounting rules and their explanation 
should not be 800 pages long. We have to make this a priority. 

I know that some of my colleagues have worked on legislation 
which addresses some of these concerns, but we have to be careful 
that the legislation doesn’t go too far. We have to be careful that 
it goes far enough. We must remember that America’s accounting 
system is still the best in the world and we cannot disrupt that 
with a knee-jerk at this point in time. 

Again, Mr. Chairman, I appreciate your holding the hearing. I 
look forward to working with you and all of my colleagues to find 
reasonable solutions. I hope we can come up with some bipartisan 
solutions that both protect investors and create effective oversight 
mechanism for accountants and all of the other people involved in 
the areas of business and finance. 

I do look forward to hearing from our witnesses. Thank you, Mr. 
Chairman. 

Chairman Sarbanes. Thank you, Senator Enzi. 

Senator Dodd. 

STATEMENT OF SENATOR CHRISTOPHER J. DODD 

Senator Dodd. Mr. Chairman, thank you, and I thank our wit- 
nesses. It is good to see so many of you here. Some of you I know 
very, very well, and I am pleased that you are going to be with us 
to share some thoughts this morning. 

Mr. Chairman, it has been said by others, but it deserves repeat- 
ing — these have been a very fine set of hearings, very well bal- 
anced, I think, over the last several weeks, as we have tried to take 
a look at this overall issue and its multiple parts. I think that is 
an important fact to remember here. 

We are dealing with a multifaceted set of issues, highly complex. 
And the point Senator Enzi just made deserves being repeated. 
There can be unintended consequences of even the best intentions 
of legislation and proposals. I am very mindful of that. That is why 
this hearing is very, very important, so that we can hear from the 
people within the industry itself as to how this could work. 
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I would just say that Senators Corzine, Stabenow, Johnson, and 
I have worked on a proposal. I know many of you are aware of it 
and have seen it. I should tell you as well, and it won’t come as 
a surprise, but actually, many of the ideas and suggestions came 
from the accounting industry itself as to what we might do here. 

So, I look forward to the testimony, Mr. Chairman. 

I want to add my voice to those who have already expressed this 
view. Senator Corzine, of course, brings a very special background 
and knowledge to this table. But his point made earlier and re- 
peated by others is worthwhile. 

There is a lot of media attention obviously to what has happened, 
and maybe more so today, later today with news out of the Justice 
Department regarding Arthur Andersen. 

The accounting industry is a great industry. It has performed 
tremendously. We are very successful in this country economically 
for many reasons, not the least of which is because of the very 
strong accounting industry, historically. 

And so, while these are difficult days, obviously, when the head- 
lines are not just on the business sections, but the front pages of 
every newspaper and leading news stories across the country, I 
know that there are people who work for all of you, who are in- 
volved in this industry, who wonder if they made the right career 
choices and what their futures may hold. 

We can’t succeed economically and survive well without a strong 
accounting industry. That would be an illusion to think otherwise. 

I certainly am angered, as my constituents are, as my colleagues 
are, over what happened with Arthur Andersen, at least in the 
Houston office, and maybe beyond. We do not know that yet. 

I will also tell you that I am saddened somewhat to see an indus- 
try, or company, rather, with the name Arthur Andersen reach the 
depths it has. What an important industry or business Arthur An- 
dersen has been. And so, for the some 90,000 people worldwide who 
work for Arthur Andersen, who had nothing to do with anything 
that happened in Houston, these are good people, hard-working 
people. My heart goes out to them this morning, to their families, 
what they had nothing to do with, and yet, their reputations and 
their careers have been seriously damaged by what obviously some 
people may have been engaged in. 

So, Mr. Chairman, these have been very worthwhile hearings 
and I thank you for it. But I wanted to make that particular point 
about my appreciation for what the industry has done. 

Chairman Sarbanes. Thank you, Senator Dodd. 

Senator Bayh. 

COMMENTS OF SENATOR EVAN BAYH 

Senator Bayh. Thank you, Mr. Chairman. 

I am looking forward to hearing from our witnesses and getting 
the benefit of their insights about how we can strike the right bal- 
ance here between transparency and reliability of information that 
our capital markets depend on, on the one hand, and on the other 
hand, not unduly or inadvertently raising the cost of accounting 
services to investors and businesses, the vast majority of whom are 
honest. 
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So, I thank all of you for being here. I look forward to having the 
benefit of your thoughts. And Mr. Chairman, I express my appre- 
ciation to you. 

Chairman Sarbanes. Senator Stabenow. 

STATEMENT OF SENATOR DEBBIE STABENOW 

Senator Stabenow. Thank you, Mr. Chairman, and welcome to 
our witnesses. 

I want to first join my colleagues, Mr. Chairman, in thanking 
you for being a true leader on this issue and providing what I be- 
lieve is the most thoughtful, comprehensive set of hearings and dis- 
cussions on what has been happening and what needs to happen 
as it relates to the issues in front of us. 

I am pleased to be joining Senator Dodd, Senator Corzine, and 
Senator Johnson, in the introduction of the Investor Confidence in 
Public Accountability Act of 2002. I certainly want to hear the com- 
ments from those who are joining us today, each of you, regarding 
the issues and the provisions in the bill and how we might work 
together. 

As this Committee has investigated investor protections and the 
accounting industry in light of Enron and other troubled compa- 
nies, time and time again, we have heard several things. We have 
heard about the need for an enhanced oversight mechanism for the 
auditing profession. We have also heard about the potential for 
conflicts of interest when accounting firms offer both auditing serv- 
ices and consulting services to the same companies. We have heard 
about the need for financial independence for an industry oversight 
board, and we have heard about the need for financial independ- 
ence for the Financial Accounting Standards Board, FASB. 

In addition, I think few of us would argue that the SEC has 
enough resources or staff right now to be able to do its job. And 
I think all of us would agree that increased financial disclosures 
and additional information about stock sales by corporate leaders 
benefit American investors. 

These are some of the issues we address in the legislation. I am 
very much looking forward to hearing all of you today and clearly 
would join with my colleagues as well in saying that the accounting 
industry is an important industry in the United States and we 
need to address what are serious issues for many Americans right 
now, but we need to do it in a thoughtful, responsible way that rec- 
ognizes that this is an important industry that has provided a 
great service to the country. 

Thank you, Mr. Chairman. 

Chairman Sarbanes. Thank you, Senator Stabenow. 

Senator Miller. 

COMMENTS OF SENATOR ZELL MILLER 

Senator Miller. I have no opening statement, Mr. Chairman, 
but thank you for these hearings. They have been very useful. They 
have been extremely informative and I appreciate all of our wit- 
nesses being here, especially my fellow Georgian, Mr. Copeland. 

Chairman Sarbanes. Thank you. 
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We will now turn to the panel. It is my intention to start with 
Mr. Castellano and then just move right across the panel, and I 
will introduce each witness just prior to their testifying. 

Mr. Castellano is the Chairman of the AICPA Board of Directors 
for 2001 and 2002, a Managing Partner of Rubin, Brown, Gornstein 
& Company in St. Louis. He has actually served in a number of 
positions in AICPA’s private company’s practices section, a member 
of the Financial Accounting Standards Board’s small business advi- 
sory group. 

We are very pleased to have you here this morning, sir. We 
would be happy to hear from you. 

STATEMENT OF JAMES G. CASTELLANO, CPA 
CHAIRMAN, BOARD OF DIRECTORS 
AMERICAN INSTITUTE OF CERTIFIED PUBLIC 
ACCOUNTANTS (AICPA) 

MANAGING PARTNER 

RUBIN, BROWN, GORNSTEIN & COMPANY, LLP 

Mr. Castellano. Good morning, and thank you also, Chairman 
Sarbanes, Ranking Member Gramm, and other distinguished Com- 
mittee Members, for permitting me to testify before you today on 
accounting and investor protection issues raised by the collapse of 
Enron. 

Chairman Sarbanes. I would say to each of the witnesses, we 
are going to include your full statements in the record. It would be 
helpful if you can summarize so that we will get to the question 
period in the morning. 

[Laughter.] 

Mr. Castellano. We will certainly do that. Thank you, again, 
Mr. Chairman. 

Let me say that the men and the women of the CPA profession 
provide a vital service to investors, analysts, and corporate stake- 
holders, and we have zero tolerance for those who break the rules. 

The AICPA has a long history of meaningful advocacy for main- 
taining the highest standard of financial reporting. 

CPA’s are bound by a code of professional ethics that puts the 
public interest first. The AICPA gives the highest priority to issues 
where public reliance on CPA skills is most significant. Many 
CPA’s inside companies prepare financial statements for the 17,000 
or so U.S. public companies and many independent CPA’s outside 
those companies audit those financial statements. 

In cities big and small — I am from St. Louis, Missouri, as the 
Chairman said — there are men and women preparing those finan- 
cial statements and auditing them, and they do so with the utmost 
of integrity and fairness. Unfortunately, it is often the case that 
the significant role that those CPA’s play in the U.S. capital mar- 
kets only gets recognized when a business fails. 

Today, you will hear from a panel of professionals who represent 
a cross-section of the AICPA’s members working for both small and 
large firms and in corporate governance. 

Today, we will address for you: Reforms for regulating the audit 
profession, including auditor independence. The likely impact of re- 
forms on the profession’s ability to recruit talent and other effects 
of reforms on smaller companies and on accounting firms. We will 
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address corporate governance issues, including the role and respon- 
sibility of audit committees. Recent initiatives that we have under- 
taken to strengthen auditing standards. 

Each of the panelists and I have submitted written testimony 
and we do ask that it be included in the record of today’s hearing. 

Enron and its aftermath have clearly shaken public confidence in 
the financial reporting system. It has brought us to the cusp of an 
historically significant moment when we need to give thoughtful 
and careful consideration to meaningful reform. 

As Chairman of the AICPA, I am here to assure you that the 
AICPA will support meaningful and appropriate reforms and will 
continue to be both an advocate and a catalyst for necessary 
change. We recognize the importance for elected leaders to act re- 
sponsibly in order to do what they can to prevent a business failure 
on the scale of Enron from happening again. 

We believe the real value of any new public policy affecting our 
profession must be assessed by asking four basic questions. First, 
will it help investors make informed investment decisions? Second, 
will it enhance audit quality and the quality of financial reporting? 
Third, will it help restore confidence in the capital markets, our 
Nation’s financial reporting system, and the accounting profession 
itself? And fourth, will it be good for America’s financial markets 
and economic growth? 

Using these four criteria as benchmarks, the AICPA will work 
with this Committee, the Congress, the SEC, and the FASB to con- 
tinue to develop meaningful and appropriate reform. 

From our perspective, there are four initiatives that clearly pass 
the test, and strike an appropriate balance between the need for 
Government oversight and the efficiency of the private sector. We 
will firmly support the Congress and the SEC in enacting these 
proposals. They are: 

First, we support creating a new private sector regulatory body. 
We believe the time is right to create new systems for performing 
quality reviews of the practices of public company auditors and for 
disciplining those auditors. Accordingly, we support moving from 
public oversight to public participation, and from self-regulation to 
public regulation of those very important processes. And we further 
believe that these processes should be subject to SEC oversight. 

Second, we support reforming the financial reporting process. 
Economic change has moved more swiftly than accounting has 
adapted. The annual and quarterly reporting regime must keep 
pace with that change through more timely and broader reporting. 
Ultimately, we must move toward real-time disclosure. 

With intellectual capital as the greatest engine for corporate 
growth, financial reports should include a broader bandwidth of in- 
formation. Investors should know more about company plans, risks 
and uncertainties, opportunities and the drivers of future success. 
Reforming the financial reporting process clearly passes the public 
interest test. 

Third, we support new rules for corporate governance. The SEC 
already has solid ground rules for audit committees. But we think 
the audit committee rules can be strengthened. Audit committee 
members should have auditing, accounting and financial expertise. 
Periodically, audit committees should hold separate executive ses- 
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sions with management, the independent auditor, and the internal 
auditors. We also believe the audit committee should be involved 
in hiring and firing the independent auditor. 

And fourth, support for corporate truthfulness. We say, simply, 
make it a felony for anyone in a company, or anyone else involved 
in the financial reporting process, to lie to an auditor. 

Earlier, I identified four basic questions that we suggest be used 
to evaluate new public policies. In that vein, we are confident that 
reforms can be implemented, that will improve financial reporting, 
increase investor confidence, and strengthen our capital markets. 

We really appreciate the opportunity to be here today and we 
look forward to participating in this healthy debate in the days and 
weeks ahead. 

Chairman Sarbanes. Thank you very much, sir. 

Now, we will turn to James Copeland, who is the CEO of Deloitte 
& Touche. As I mentioned earlier, I quoted from Colonel Carter, 
who was one of the principals in this firm many years ago. 

Mr. Copeland has been with that firm or one of its predecessors 
since 1967. He is on the nominating committee of the International 
Accounting Standards Committee. 

Mr. Copeland, it has become a practice in this Committee now, 
with Senator Miller’s addition here, to especially recognize grad- 
uates or products of the State university system of the State of 
Georgia. 

[Laughter.] 

So since you are a graduate of Georgia State University, I want 
to underscore that fact. 

Mr. Copeland. Thank you. 

Chairman Sarbanes. We would be happy to hear from you this 
morning. 


STATEMENT OF JAMES E. COPELAND, JR., CPA 
CHIEF EXECUTIVE OFFICER, DELOITTE & TOUCHE, LLP 

Mr. Copeland. Thank you very much, Mr. Chairman, and the 
other Senators. 

I am appearing here today not only in my capacity as the Chief 
Executive Officer of Deloitte & Touche, LLP, but also on behalf of 
the American Institute of CPA’s. I am a member of the AICPA, and 
Deloitte & Touche is proud to be a member of the AICPA’s SEC 
Practice Section. 

We at Deloitte have the same perspective as the AICPA and as 
our colleagues in the profession with respect to the many proposals 
currently under consideration. So, my remarks today are not solely 
intended to provide the Committee with Deloitte’s perspective. 

People are suffering because of the recent events at Enron and 
Andersen. As Senator Dodd said, much has been lost in this proc- 
ess — tens of thousands of jobs, hundreds of millions of dollars in 
savings for retirement, tens of billions of dollars in shareholder 
value, and the reputation of Andersen, one of the icons of our pro- 
fession. But as sad as all of this is, there is an even more impor- 
tant casualty, and that is the confidence of the American investing 
public. We need to find out exactly what did happen at Enron and 
we need to fix it. 
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In the wake of Enron’s collapse, public attention has focused on 
ways to improve the effectiveness and the independence of audits 
of public companies. And I want to make it clear that that atten- 
tion is welcome. 

However, the current situation presents danger, as well as oppor- 
tunity. The danger is this: In the rush to enact reforms in response 
to perceived flaws in the system, we risk losing sight of the fact 
that the proposed reforms come with real consequences — intended 
and unintended — some of which will diminish the stability and the 
certainty that characterize our markets, and that permit them to 
be the engines of economic growth for our country. That is why we 
must think through the consequences of the proposals currently 
under consideration before we begin implementing sweeping 
change. 

The SEC has proposed the creation of a new regulatory organiza- 
tion, under its oversight. We believe the time is right to create a 
new body, dominated by individuals from outside the accounting 
profession, that would be empowered to perform quality reviews of 
the practices of public company auditors and to discipline those 
auditors. Accordingly, we support moving from a system of self-reg- 
ulation to one of public regulation for these important processes. 

While my colleagues and I support a number of proposals that 
have surfaced, I would like to offer a view on three proposals which 
at first glance may seem to address problems of perception, but will 
not improve the quality of audits, nor enhance investor protection. 

One proposal currently being debated is the periodic rotation of 
audit firms. The AICPA already requires that lead audit partners 
on every public audit be rotated at least once every 7 years, and 
this approach ensures a fresh look at a company’s books at regular 
intervals. There is strong evidence that requiring the rotation of 
entire firms is a prescription for audit failure. It would result in 
the destruction of vast stores of institutional knowledge and guar- 
antee that auditors would be climbing a steep learning curve on a 
regular basis. It would expose the public to a greater and more fre- 
quent risk of audit failure. It would increase the likelihood of unde- 
tected fraud by management. It would make it easier for reckless 
management to mislead the auditor. And finally, it would allow 
companies to disguise opinion shopping by enabling them to por- 
tray a voluntary change in auditors as obligatory. 

This is not just my opinion. Many groups have studied this issue 
over many years and all have concluded that audit firm rotation is 
a very bad idea. I have cited five of these studies in my written 
comments. 

A related proposal involves a ban on the so-called “revolving 
door” situations in which an auditor goes to work for an audit cli- 
ent. The SEC and the Independence Standards Board considered 
the wisdom of imposing a cooling-off period before an auditor could 
accept employment with an audit client, and both concluded that 
such a rule would impose unwarranted costs on the public, the cli- 
ent, and the profession. Indeed, limiting the career opportunities of 
accountants would make the profession less attractive and make it 
more difficult for firms to hire qualified people. Studies have 
shown, and our experience is that existing safeguards, including 
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the mandatory rotation of audit partners, are effective in address- 
ing the “revolving door” situations. 

That said, I do agree that the audit committee and our profession 
can enhance safeguards in this area to provide greater comfort to 
the investing public. 

Another proposal currently being debated involves placing in- 
creased limitations on the scope of services that firms may provide 
to their audit clients. Just last month, my firm announced that we 
will further separate our management consulting practice — a step 
we took very reluctantly, but one we deemed necessary to address 
the market’s concerns about the perception of auditor independence 
and to help restore investor confidence in the profession. While we 
have adopted this business model, but it may not be right for all 
other firms. 

Further limiting the scope of services that firms may provide to 
their audit clients is a bad idea. It is a bad idea because it will not 
make an audit team any more independent, but it will make the 
team less competent. 

In conducting an audit of the financial statements of a company, 
you obviously need good accountants and auditors, but you also 
need specialized technical experts. For example, in auditing a com- 
pany like Enron, you would need experts in market trading con- 
trols and information technology, among others. An audit team 
that does not bring with it the technical knowledge and skills nec- 
essary to understand the company’s business will not be able to 
perform a competent audit. 

Why would additional limitations on the scope of services make 
it more difficult to bring specialists into the auditing process? Be- 
cause these experts are not auditors. They do not devote their ca- 
reer to audit support work. And if we ask them to abandon their 
consulting work and do nothing but audit support work, we would 
not be able to retain them. The best and the brightest seek posi- 
tions that will allow them to develop their expertise, to learn, to 
work and on cutting-edge issues and few will choose to remain in 
jobs that offer limited opportunities and seriously restrict their pro- 
fessional development and employment options. 

I would add that several recent studies have demonstrated that 
there is no correlation between the provision of nonaudit services 
and audit failures, and I have provided some examples of those in 
my written testimony. 

The current search for solutions for ways to prevent another 
Enron is fitting and proper. The failures of American businesses 
often teach us more than our successes. We should learn from what 
has happened and we should make changes that provide meaning- 
ful opportunity for improving the quality of audits. 

Thank you very much. 

Chairman Sarbanes. Thank you very much, sir. 

Now, we will turn to William Balhoff, Chairman of the Institute’s 
Public Company Practice Section. Mr. Balhoff is a Senior Audit Di- 
rector with Postlethwaite & Netterville, a Baton Rouge, Louisiana 
firm. Actually, I think the largest independent accounting con- 
sulting firm in Louisiana, as I am told. 

Mr. Balhoff. That is correct. 

Chairman Sarbanes. We are pleased to have you here, sir. 
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STATEMENT OF WILLIAM E. BALHOFF, CPA, CFE 
CHAIRMAN, EXECUTIVE COMMITTEE 
AICPA PUBLIC COMPANY PRACTICE SECTION 
SENIOR AUDIT DIRECTOR 
POSTLETHWAITE & NETTERVILLE, A.P.A.C 

Mr. Balhoff. Thank you very much and good morning. 

In my role as Chair of the senior AICPA committee that rep- 
resents the interests of smaller CPA firms, and also as a partner 
at a local firm in Louisiana, I am here today to represent the opin- 
ions of those small firms and the small business clients that they 
serve across the United States. 

I have two topics that I would like to discuss with you. The first 
is how restricting the performance of nonaudit services would im- 
pact small business owners and our ability to meet their diverse 
needs. And second, how any new legislation that would affect the 
accounting profession must take into account its effect on the abil- 
ity of accounting firms to recruit new talent. 

My firm performs over 150 financial statement audits of which 
only three are public registrants. However, the majority of small- 
and medium-sized CPA firms do not audit any public companies at 
all. I believe that it would be a grave mistake for the Members of 
this Committee to believe that it is possible to impose restrictions 
only on the largest of firms. 

History shows that new legislation by Congress is highly likely 
to become a template for parallel legislative or rules changes at the 
Federal and State levels that would directly affect small CPA firms 
and the small business clients we serve. In particular, as auditors 
who provide services to small businesses, we are often subject to 
rules established by State accountancy boards, the U.S. Depart- 
ment of Labor, the General Accounting Office, and State and Fed- 
eral bank regulators. These bodies traditionally follow the lead set 
by Congress and the SEC in adopting new laws and regulations for 
auditors of public companies. 

I will give you a specific example of this cascade effect. 

After the SEC issued new rules on auditor independence in late 
2000, the GAO followed suit with its independent standards earlier 
this year. Its requirements not only duplicate, but also in some 
cases exceed, the new SEC restrictions on nonaudit services by 
broadening the scope of services prohibited and CPA firms affected. 

I recently received a letter from a sole practitioner in Denton, 
Maryland, a small rural community on the Eastern Shore. In his 
letter 

Chairman Sarbanes. Eastern Shore of Maryland, yes. 

Mr. Balhoff. Thank you. 

[Laughter.] 

Of Maryland. Did I not mention Maryland? 

[Laughter.] 

Senator Gramm. It is one of the nicest places on the planet. 
That’s why. 

[Laughter.] 

Chairman Sarbanes. It is a wonderful community. 

Mr. Balhoff. Do I get more time? 

[Laughter.] 

Senator Dodd. What a subtle touch here. 
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[Laughter.] 

Mr. Balhoff. In his letter, the CPA explains that one of the new 
GAO restrictions that exceed the SEC’s rules requires firms such 
as his to assign separate personnel to perform nonaudit work. Of 
course, as a sole practitioner, he has no other personnel to assign. 
He explains that the practical result will be that he will either 
have to give up his solo practice and associate with a larger firm, 
or tell his GAO clients that they will now need to hire a second 
firm to perform the nonaudit work, an alternative that for many 
such clients is not economically feasible nor justifiable. 

Small businesses have long depended on small accounting firms 
to provide much more than audit services. The CPA serves as the 
“trusted advisor” of the small business owner. For example, a CPA 
firm will often assist a small business in starting out, as well as 
providing guidance on setting up record-keeping systems, providing 
tax and estate planning and making suggestions to help make the 
business more successful. The CPA also helps the business as it 
grows. Allow me to give you an example. 

I have one client, and this is in Louisiana, that had decided to 
expand its business by adding a new location. After asking ques- 
tions concerning its projected increase in sales, changes in gross 
margins, and expected competition, as well as the impact on their 
financial statements, I helped the client develop a financial model 
to address these issues. The bottom line was that the company de- 
cided that, if it had gone forward with its original plans, it would 
have risked the very financial stability that it took decades to 
build. This is just one example that displays the important role 
CPA’s play in providing small businesses with the information nec- 
essary for them to maintain their financial strength. 

As I am sure you will agree, successful small businesses are the 
cornerstone of Main Street America. It is likely that, in many 
cases, if the CPA does not have the ability to act as the “trusted 
advisor” to his or her clients, many small businesses will simply 
not seek the input of a third-party professional. It is vital, both for 
the small business person and for the survival of the thousands of 
CPA firms, that current laws not be changed in a manner that is 
insensitive to these concerns. 

My second topic addresses how new legislation might affect the 
ability of our profession to retain personnel and attract new en- 
trants into the profession. This is already an area of great concern 
for firms of all sizes, and research undertaken by the profession 
has uncovered alarming trends. 

Specifically, studies completed by my committee confirm that we 
are experiencing significant difficulty attracting students into ac- 
counting programs and into the profession. 

In a 5 year period from 1995 to 2000, we have experienced a 33 
percent decline in the number of students enrolled in accounting 
programs, as well as candidates sitting for the CPA’s exam. 

Our surveys show that the major reason fewer qualified can- 
didates are studying accounting is because the profession is per- 
ceived as narrow and focused too much on historical “numbers,” 
whereas other business careers seem much more rewarding and 
exciting. It is critical that we change this perception and continue 
to attract young, bright minds into the accounting profession. Any 
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efforts to recruit students to the CPA profession could be severely 
undercut by any reforms that restrict services audit firms are able 
to provide for clients. 

There is much to do post-Enron to restore confidence in Cor- 
porate America and the accounting profession. As you have heard 
from my colleagues, the AICPA and its members, large and small, 
fully support many important reforms. But as Senator Gramm 
said, as Congress considers these issues, we urge you to consider 
the unintended consequences of short-term legislative solutions in 
your effort to respond to the Enron business failure. 

Thank you. 

Chairman Sarbanes. Thank you very much, sir. 

We will now hear from Olivia Kirtley. Ms. Kirtley was Chair of 
the AICPA Board of Directors in 1998 to 1999. Actually, I think 
she was the first woman to Chair that Board. She was Vice Presi- 
dent and CFO of Vermont American Corporation from 1991 to 
2000. Vermont American is a manufacturer of power tool acces- 
sories and was listed on the American Stock Exchange until 1990. 

Ms. Kirtley currently serves as a member of the board of direc- 
tors and chair of the audit committees of two public corporations. 

We are very pleased to have you with us this morning. 

STATEMENT OF OLIVIA F. KIRTLEY, CPA 
FORMER CHAIRMAN 

BOARD OF DIRECTORS, AICPA (1998-1999) 

RETIRED VICE PRESIDENT AND CFO 
VERMONT AMERICAN CORPORATION 

Ms. Kirtley. Thank you very much, Mr. Chairman. 

Actually, I am a board member and chair of the audit committees 
of three public companies. 

Chairman Sarbanes. Well, I apologize. 

Ms. Kirtley. My remarks today will focus primarily on matters 
of corporate governance, including the roles and responsibilities of 
audit committees. I want to begin by discussing the importance of 
advice received from external auditors based on my experience as 
a former CFO, as well as an audit committee member. 

Some of the reforms being proposed would strive to strictly limit 
the use of this very important resource by companies and by their 
boards. There are a number of areas outside the scope of financial 
statement audit in which a company’s independent CPA is in the 
best position to offer advice. This advice benefits the company and 
its shareholders rather than compromising the integrity of the 
audit. Not only will costs rise and efficiencies decline, but business 
decisions will suffer from the loss of expertise provided by the audi- 
tor’s deep knowledge of the business. 

There are SEC rules in place to protect the public by requiring 
that the outside auditor disclose to the audit committee all rela- 
tionships with the company that may impact independence and ob- 
jectivity. After evaluating the report and discussing it with the 
auditor, the audit committee discloses this information to investors 
in its proxy statement. This rule has only been in effect a little 
over a year and we should allow it time to work. We need to be 
careful not to unnecessarily restrict a company and their board’s 
ability to access the external auditor as a valuable resource. 
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In the area of audit committee composition, we all know that the 
work of audit committees has become more difficult and demanding 
and it is certainly under more public scrutiny. In recent years, 
audit committees have been the subject of much study and atten- 
tion. Just 2 years ago, new rules were issued by the SEC and the 
stock exchanges addressing the independence and the experience of 
audit committee members. 

One of the new rules is that corporate audit committee members 
must be financially literate, but only one member must have ac- 
counting or related financial sophistication or expertise. 

Presently, the definition of financial literacy is nebulous at best, 
with two different market regulators adopting different, yet vague, 
definitions that may not be sufficient to meet shareholders’ increas- 
ing expectations. 

We recommend that the listing authorities consider requiring all 
audit committee members to have auditing, accounting or financial 
experience in order to minimize the reliance on one committee 
member. If a member lacks sufficient expertise, he or she may not 
understand the issues, know the questions to ask, or have a basis 
for considering the adequacy of the responses provided. 

Audit committee work, like public accounting work, requires sig- 
nificant judgment. It is not an exact science. Accounting and finan- 
cial sophistication or expertise will not guarantee that mistakes in 
judgment will never be made, but it certainly should mitigate the 
risks. 

The final area I would like to discuss is audit committees com- 
munications. The Blue Ribbon Committee on the Effectiveness of 
Audit Committees cited a need for improved and more frequent 
communication between audit committees and independent audi- 
tors that would cover such important areas such as estimates and 
judgments, internal controls, significant risks, and the clarity of 
the company’s disclosures. In response to these recommendations, 
new auditing standards and audit committee charters have created 
a framework for such enhanced communications to occur on a reg- 
ular basis. 

In addition, a quarterly review is required to be performed by the 
independent auditor, and the auditing standards board recently im- 
plemented a requirement that the review results be discussed with 
the audit committee, or at least with the audit committee chair, 
prior to the quarterly filing with the SEC. 

Chairman Pitt has called for improved interaction between audit 
committee members and senior management and outside auditors. 

A step that would further strengthen open and candid commu- 
nication would be to require audit committees to hold separate ex- 
ecutive sessions on a periodic basis with financial management, 
with independent auditors, and with internal auditors. The use of 
executive sessions as a fact-finding tool is indispensable, providing 
an environment where committee members are able to probe more 
deeply to assure they are fully informed regarding risks, issues and 
judgments, and that the participants are given the opportunity to 
confidentially voice concerns they might not otherwise express. 

In closing, it is critical to note that many significant audit com- 
mittee rules and regulations have taken effect over the last 2 years 
as a result of the Blue Ribbon Committee. During this period, the 
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SEC and stock exchanges have implemented many new measures, 
including the requirement of the formal audit committee charters. 
These new requirements must be given time to work. In my experi- 
ence, I have seen significant improvements in the effectiveness and 
communications of audit committees since the new requirements 
have been implemented. We must resist the temptation to layer on 
too many additional rules before giving recent audit committee re- 
quirements a chance to work. 

Thank you, Mr. Chairman. 

Chairman Sarbanes. Thank you very much. 

Our concluding panelist is James Gerson, Chair of the Auditing 
Standards Board of the American Institute of Certified Public Ac- 
countants, and a partner in the national office of Pricewaterhouse- 
Coopers, where he is the assurance policy and communications 
leader. Mr. Gerson has been a member of the Auditing Standards 
Board since 1992, and he has also been a member of the Peer Re- 
view Committee of the Institute’s SEC Practice Section. 

Mr. Gerson, we would be happy to hear from you. 

STATEMENT OF JAMES S. GERSON, CPA 
CHAIRMAN, AUDITING STANDARDS BOARD, AICPA 
PARTNER, PRICEWATERHOUSECOOPERS, LLP 

Mr. Gerson. Thank you, Mr. Chairman. 

The Auditing Standards Board is a senior committee of the 
AICPA authorized to set authoritative auditing standards that are 
commonly referred to as Generally Accepted Auditing Standards. 
These standards apply to all audits, both the public and nonpublic 
entities. The committee has 15 members appointed to achieve an 
appropriate representation among CPA firms of different sizes, as 
well as the public. At present, 2 of the 15 seats are reserved for 
public members, currently filled by an academician and a Govern- 
ment auditor. We hold regular meetings that are open to the public 
and are attended by representatives from the SEC, the Public 
Oversight Board, and other constituents. 

Let me focus briefly on the role of the independent auditor in the 
financial reporting process. The management of a company pre- 
pares the financial statements in accordance with Generally Ac- 
cepted Accounting Principles. The objective of an audit is to provide 
assurance on the credibility of these financial statements. An audit 
consists of a series of test procedures designed to gather evidence 
to enable the auditor to express an opinion as to whether financial 
statements are presented fairly, in all material respects, in accord- 
ance with these Generally Accepted Accounting Principles. 

The auditor’s conclusions are reflected in the auditor’s report. 
The goal of financial statements accompanied by an auditor’s re- 
port is to provide information that is reliable and useful to inves- 
tors, creditors, and other constituencies. 

I would like to tell you in the remaining time allotted what we 
are doing to improve the quality of the audit, and let me start with 
our fraud project. 

Let me assure this Committee that, as auditors, we recognize our 
responsibility to plan and perform every audit to obtain reasonable 
assurance, within the limitations inherent in the nature of an 
audit, as to whether the financial statements are free of material 
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misstatements, whether caused by fraud or unintentional errors. 
Even a properly designed and executed audit, however, cannot pro- 
vide a 100 percent guarantee that a material fraud will be de- 
tected. Nevertheless, we are working hard to continually improve 
auditor performance. 

In this regard, we issued an Exposure Draft just last month of 
a proposed revision to our standards on the Consideration of Fraud 
in a Financial Statement Audit. This proposal, in our opinion, will 
substantially enhance the ability of auditors to detect material 
misstatements arising from fraud. 

A major change in this new standard is the addition of required 
procedures that respond to the POB Panel on Audit Effectiveness’s 
call for a forensic-type fieldwork phase by requiring, even when 
fraud is not suspected, and as part of every audit, including all 
public companies, the following: Discussions among engagement 
team members as to how and where fraud could occur, setting 
aside any prior beliefs they may have had about management’s 
honesty and integrity. Specific inquiries as to fraud prevention pro- 
grams and controls established by the company. A requirement to 
perform certain specific audit procedures to test for the intentional 
override of internal controls by management. And a continual eval- 
uation of fraud risks throughout the audit, as well as a re-review 
at or near the end of the audit process. 

Also, last year, we formed a task force that is working together 
with international standard setters to improve the auditor’s risk 
assessment process, to better understand where material errors are 
more likely to occur in the financial statements, and what auditing 
procedures are best suited to respond to those risks identified. 

We also expect to expose for comment this spring a new standard 
on auditing “fair value” measurements. We have previously issued 
detailed standards on auditing derivatives and similar financial in- 
struments. Additionally, we are in the process of updating and im- 
proving our related audit guide and will be adding a new chapter 
that will provide guidance on auditing energy and other commodity 
contracts. 

This past December, in response to recent events and in time for 
this year’s audits, we issued an auditor’s “tool kit” to serve as a 
valuable reference guide when dealing with the complex topic of 
the potential abuse of related-party transactions. 

In addition, in response to growing demand for more frequent 
and timely reporting, we are actively involved in developing contin- 
uous auditing methodologies. Actual implementation will evolve, as 
the concept of more frequent reporting gains additional support 
and as appropriate, specialized software tools emerge. 

Investors depend on auditors to communicate the reasonableness 
of the company’s financial information and to provide confidence in 
the numbers. When an investor reviews a company’s financial 
statements, an independent audit should provide the investor with 
confidence that the company is playing by the rules. 

As a profession, we are committed to continually improving our 
auditing standards and the guidance we provide to auditors, so 
that investors and others who rely on an auditor’s report can place 
full confidence in the audit process and the members of the profes- 
sion who perform this valuable service. 
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Thank you. 

Chairman Sarbanes. Thank you very much, sir. 

We thank all of the panelists. 

We will now go to our rounds of questioning. 

Let me say at the outset that I think we are very obviously 
mindful of the argument about unintended consequences. But we 
cannot for a moment permit the unintended consequences argu- 
ment to swallow up the necessity, at least as I perceive it, of mak- 
ing systemic and structural changes. And with all due deference to 
the panel, I do not think there is a full appreciation of just how 
critical I think this situation is at the moment. 

I am not going to go through everything, chapter and verse, but 
even The Wall Street Journal yesterday in an editorial supporting 
Volcker’s suggestions for Andersen, which they then thought would 
become a model for other accounting firms, the editorial says: “As 
long as we have audits, investors should have confidence that the 
auditing signature means something. It is clear enough that as ac- 
counting firms have transformed themselves into full-service 
consultancies, the consultants have often wagged the auditors.” 
And then they go on to describe that process. 

In the Journal this morning, their lead story is “Did You Hear 
the One About the Accountant? It is Not Very Funny.” And that 
is President Bush’s joke. I won’t put the joke out here. “How A Dec- 
ade of Greed Undid the Proud Respectability of a Very Old Profes- 
sion.” Then, of course, The New York Times also has a long story 
on Andersen: “A Once Proud Company is Humiliated by the Enron 
Debacle.” And they have some interesting quotes from Judy 
Spacek, who is the daughter of the other pioneering executive be- 
sides Andersen in establishing that old line firm. 

So, I think there are some real challenges here. And I do not 
think they are going to be corrected by half-way measures. 

Our search is to find out the measures and to make sure that 
they are sensible and that they will work. But it is my own percep- 
tion that we need some substantial changes in the way the system 
and structure works if we are going to guard against this. 

Now having said that by way of opening, there are a couple of 
questions I want to ask before my time expires here. 

I want to address this issue of cascade, which the institute has 
already sent an alert out to its members, sounding the warning 
bells and the dangers and that small business will be done under 
and so forth and so on. Do you perceive that once you represent 
a listed company, that there are important additional obligations 
which go with playing that role? 

Mr. Balhoff, you said that you had only three clients that were 
listed companies. 

Mr. Balhoff. Right. 

Chairman Sarbanes. Now it may be that if you are going to play 
in the listed-company arena, you are going to have to recognize 
that there are going to be tougher demands on you than if you stay 
out of that arena. Our focus has been essentially in the listed-com- 
pany arena because that is where we have most sharply put the 
investor protection issue and the confidence in the markets. 

Your argument is apparently that whatever has happened in the 
listed-company arena is going to cascade into the other arena and 
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therefore, we are going to be impacted by that. But by the same 
logic, I do not know that I can accept a cascading up concept, which 
says, because of our problem in the nonlisted arena, you cannot do 
this, this, and this with respect to listed companies. Do you see a 
greater responsibility when you are dealing with a listed company? 

Mr. Balhoff. That question is for me? 

Chairman Sarbanes. Well, anyone on the panel. 

Mr. Balhoff. I will take that, initially at least. I believe that the 
responsibility, when you audit a company, is to see that the finan- 
cial statements are fairly presented. And there, to whomever the 
readers in a listed company, obviously, you have more shareholders 
and more readers of the financial statements generally than in 
small businesses, most of the companies that we represent. 

I think that you have to be conscious of that when you are audit- 
ing. And addressing the issues of consulting services, my belief is 
consulting services are getting bad names right now. We are put- 
ting everything into the bucket of consulting services and I think 
we need to understand the types of consulting that happens with 
engagements. 

I can tell you, even for our public companies that we audit, which 
actually are SB’s, they function in terms of their size and their 
needs are a lot like private companies. But to the extent that con- 
sulting services provide information to management, I think we are 
working in the public interest. We are helping those companies, 
whether they are listed or nonlisted companies, to better run their 
companies. I think that is a public interest. 

To the extent that any of our consulting services may put us in 
the position of management, then I absolutely believe there is a 
conflict and I believe that is for listed or nonlisted companies. 

Chairman Sarbanes. Does anyone else want to add to that? 

Mr. Castellano. I might add something to that, Mr. Chairman. 

I do think we should recognize that whatever is done here in 
terms of legislation Federally, is looked at by State boards of ac- 
countancy in setting independence rules in the States. 

Chairman Sarbanes. Well, they may have to sharpen up their 
ability to make the differentiation. 

Is it correct that about 95 percent of the listed companies are 
represented by the five major accounting firms? 

Mr. Castellano. I believe something in excess of 90 percent is 
the right answer, yes. 

But what we may want to look at is this new public regulatory 
body that we fully support, as I said, may eliminate the need for 
bright-line, prescriptive rules in matters such as what specific serv- 
ices should or should not auditors be allowed to provide for their 
audit clients. 

Because this new board will be, in fact, inside these firms that 
do these audits on a regular basis, a continuous basis, evaluating 
audit quality and making assessments as to whether firms are in 
fact independent rather than whether there is merely a perception 
of an independence impairment. So, I think the new regulatory 
board that we are fully in support of may compensate for the need 
to have bright-line prescriptions on certain services. 

Chairman Sarbanes. My time is expired. I will come back. 

Senator Gramm. 
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Senator Gramm. Mr. Chairman, thank you very much. I want to 
thank each of you for very good testimony. 

I do think it is very important as we go through this process, de- 
spite all the public pressure that is going to be brought to bear in 
the debate, that people who understand your profession stand up 
and speak out on these issues. 

I am not taking exception to what the Chairman said, but I am 
taking exception to The Wall Street Journal. If this last decade was 
a decade of greed, may God give us many such decades, because 
the poverty rate among children fell by 20 percent in the last dec- 
ade. I think there are many people who are trying to take this 
Enron thing and use it to discredit capitalism itself. I just do not 
think the case can be made. 

I think a case can be made that we need to look at what hap- 
pened as best we can determine. And I think the nature of the 
world we live in is that we are going to be forced to make a judg- 
ment before anybody really knows what happened at Enron. But 
we need to determine what happened and we need to find ways of 
trying to deal with it, both to make things better and to improve 
the system, and also to bolster public confidence. I think that is our 
challenge. 

I would like to raise a couple of issues. First of all, I think every- 
body agrees that part of the reform is greater independence for this 
oversight board and a secure financial base. This raises another 
question which may not concern many people, but it concerns me, 
and that is the whole accountability of the people who end up in 
these positions. A, are you concerned about that? And B, how 
would you deal with it? 

You do not have to ask anybody for money. You are giving people 
ability to subpoena. You are giving people power to set accounting 
standards. How would you deal with the whole question of checks 
and balances and accountability? Rapid turnover of the people? 

Let me just start with that. And if you all can be brief, this 5 
minutes goes fast when you care about the subject. 

Mr. Castellano. I will start, Senator Gramm. 

We believe that there should be very careful consideration as to 
how members of the public body would be nominated and in terms 
of their terms and the background of the people that would serve 
on such an important body. I think there should be some checks 
and balances in terms of that body being subject to SEC oversight, 
as I said in my testimony. 

Mr. Copeland. Senator, I think you have asked a very important 
question. I have no problem with the concept of a board that basi- 
cally would represent independent rather than self-regulatory proc- 
esses, so long as there was some accountability for the people on 
those boards. Now how to provide that and still leave them largely 
independent is a real challenge. 

But I would just say that it is absolutely essential that whatever 
body is involved in our oversight in whatever way, has the absolute 
trust and confidence of the public, of the Congress, of the Commis- 
sion, and of the people that they are overseeing. 

Somehow, coming to a point where we bring all of that together, 
I think any process that would assure that, I would vote for. 
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Ms. Kirtley. I hope we would look to some of the improvements 
made in the corporate governance structure and apply some of 
those very same safeguards and checks and balances to a body 
such as this. I think it is very important, and Mr. Castellano’s 
point about the nominating process is extremely important. And I 
hope that we would look to some of the things that we currently 
have in place and have put in place for corporate governance in 
that regard. 

Mr. Gerson. I think the issue of accountability and funding is 
an interesting one. I am not sure that anybody, including the Fed- 
eral Government, operates in an environment of total discretion on 
spending, whatever it is, that you think you need to spend. 

Senator Gramm. Well, our whole system is based on preventing 
that from being the case. 

Mr. Gerson. Yes, right. 

[Laughter.] 

Senator Gramm. One final question in the time I have left. 

There is a real question about who ought to be on this board. I 
guess my own views are that if you are going to have an ethics 
subpanel, that perhaps there is some logic to having maybe even 
a majority of people who are non-CPA’s. 

When we are setting accounting standards, I have to admit that 
it frightens me to have nonaccountants in the majority in setting 
such standards. And when we are setting those standards, maybe 
we ought to require a super-majority of the panel, no matter how 
it is made up. Does anybody have any thoughts on that they want 
to throw out? 

Mr. Castellano. Let me say first, Senator, that the public regu- 
latory body that we support would take from public oversight to 
public participation two key aspects of what have been historically 
part of the self-regulatory regime of the accounting profession. This 
is unprecedented reform. That is discipline and peer review. 

We are not advocating that accounting standards, which are now 
set by the Financial Accounting Standards Board, be set by this 
new public regulatory body. We fully support the FASB as a pri- 
vate-sector standard setter for accounting standards. 

The auditing standards board has historically done an out- 
standing job of establishing auditing standards for our profession. 
I think there is no doubt that our auditing standards are the finest 
in the world and have contributed to our capital markets being the 
envy of the world. 

The public body that we recommend and fully support would 
again be unprecedented in taking over the discipline and peer re- 
view for public company auditors. 

So, to that extent, the composition of the board — I do not have 
strong feelings about it. I think people with financial acumen, some 
people from the profession. But we certainly support a publicly 
dominated board, would be appropriate. 

Chairman Sarbanes. Could you answer the super-majority ques- 
tion? That was imposed upon FASB and some people feel that is 
one of the reasons that FASB has had difficulty putting forward 
regulations. They used to operate just on a straight majority. Then 
a super-majority requirement was imposed upon them. I might also 
note that the Supreme Court decides very momentous issues affect- 
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ing the whole structure of our constitutional system without a 
super-majority. Do you have a view on the super-majority issue? 

Mr. Castellano. It is hard to answer that one question in terms 
of how this would be structured, Mr. Chairman, unless we know 
the composition of the board. And that is, the background from 
which the members would come. Are they all public members? Are 
they a combination of public members and people who have pre- 
viously been in the profession? Some people who are currently in 
the profession? I think it would be premature for me to express an 
opinion until we know the composition. 

Chairman Sarbanes. Senator Corzine. 

Senator Corzine. Thank you, Mr. Chairman. 

Let me just say that I think that one of the problems we have 
in this whole discussion is it is so Enron-focused, it gets off of the 
pertinent issue that we had 158 restatements last year, which 
gives, I think, investors and people who analyze statements real 
pause for cause. Three times the numbers in the 1990’s. I think the 
paper said today there were three restatements in 1981. Some- 
thing’s going on that causes people to have major changes in how 
the earnings of companies have been reported and what actually 
happens. 

So, I hope that it is not just an Enron-derived issue that I think 
we are trying to talk about here. Sometimes I feel like we get so 
focused on that, that it is mistaken. 

I am pleased that you all are for this independent regulatory 
oversight crowd, group. But I am troubled when I hear the term, 
peer review. The reason I am troubled is, if I am not mistaken — 
and I ask whether this is, in fact, the case — but has the peer-re- 
view process ever resulted in any kind of disciplinary or dissenting 
view with regard to another one of the peer’s auditing practices? 

Why wouldn’t we want the oversight board to have the ability, 
as the SEC does, as the New York Stock Exchange does, as maybe 
Nasdaq does with security firms, or the Federal Reserve with re- 
gard to banks and other regulatory bodies, to actually go in and 
audit the auditors themselves? 

I think that is one of the major issues that I hope that we would 
be able to come through this process. I think that is the theme of 
one of the elements of the bill that Senator Dodd and I have sug- 
gested. I would love to hear your comments on it, but I would go 
back to the peer-review process. It certainly hasn’t challenged these 
restatements. And it certainly hasn’t led to a lot of dissent and 
challenge of breakdowns that might have occurred in different situ- 
ations in a period of time, other than Enron. 

Mr. Copeland. Senator, maybe I could respond to that. First of 
all, I do think there are improvements that could be made in the 
peer-review process. Those were recommended in the Panel on 
Audit Effectiveness’ Report. And my understanding is that those 
changes are being worked through the process. 

Senator Corzine. Is it true, by the way, that there have been no 
sanctions brought against a firm or dissent? 

Mr. Copeland. Yes. But it is not true, though, that there have 
been no comments and recommendations coming from those pub- 
licly issued comments and recommendations. Those are made in 
virtually every peer review. It is a little bit like an audit report. 
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It is either adverse or unqualified. It basically would be a death 
sentence for a Big 5 firm to have an adverse opinion coming out 
of a peer review. 

Also, you should understand that because of the processes in 
place under the AICPA for the investigation of challenged audits, 
whether in the claims process or whatever, those audits and those 
engagements are reviewed through the QCIC process rather than 
through the peer-review process. For example, in the peer review 
of Andersen, the Enron engagement was excluded from that peer 
review and would be reviewed in the QCIC process. 

So there are two separate processes, one for troubled engage- 
ments and one for the practice at large. 

Senator Corzine. Okay. Could you comment further on whether 
peer review is what you think the independent regulatory body 
should do, or whether you could conceive and would be embracing 
of the kind of New York Stock Exchange, NASD, or SEC audit by 
the independent body? 

Mr. Copeland. I do think that there are — and for many reasons 
right now, I particularly would support the change from a peer-on- 
peer review process. I do believe that some significant changes in 
that process could enhance the public’s confidence, whether it is 
the process you described — I am not familiar with that — but there 
are some excellent recommendations again from the Panel on Audit 
Effectiveness. 

Let me just add one other thing, though, that people have sug- 
gested because there have been no adverse opinions, that we 
should do away with the peer-review process. 

I think that would be a serious mistake. I can only assure you 
that when our firm is going through a peer review, we sweat bul- 
lets and we do pay attention to what we do, and the knowledge 
that another firm will be looking over our shoulder. 

I think that would be a little like saying that because traffic laws 
aren’t successful in eliminating the 25,000 fatalities we have every 
year, that we should do away with traffic laws. 

The peer-review process helps. If we can figure out ways to im- 
prove it, we absolutely should do that. But to throw that out I 
think would be a step backward. I think the peer-review process, 
as it was developed 15 years ago, was an excellent idea. 

Mr. Balhoff. If I could make a quick point. I think there have 
been adverse reports in peer review and there have been modified 
reports in peer review and there are follow-up actions that require 
education and sometimes oversight, preissuance reviews. So peer 
review, the process itself has resulted in a number of different 
monitoring actions on firms across the country. I know because I 
have seen some. 

Although some of the largest firms may not have had adverse or 
modified, I can assure you that the peer-review process has re- 
sulted in that, and in fact, I think that Mr. Copeland’s correct. I 
think it has been a very positive process for the profession. 

Mr. Copeland. I stand corrected. I have, I admit, a Big 5 focus. 

[Laughter.] 

Senator Corzine. Thank you. 

Chairman Sarbanes. Senator Enzi. 
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Senator Enzi. Thank you, Mr. Chairman. This has been another 
very exciting day. 

[Laughter.] 

I just love it when we have accountants in here. 

[Laughter.] 

I would like to point out that this is the first panel that I can 
remember that stayed within their time limits. 

[Laughter.] 

Which shows what rule-followers accountants are. 

[Laughter.] 

I do hope that my colleagues will take a look at the testimony 
that was provided. It does address more specific questions that we 
have been having about the accounting profession than any of the 
voluminous texts that we have had in the past. 

I think they give us some answers that will help cover this range 
from small accountants to big accountants. 

There is quite a bit of variety in what was presented this morn- 
ing. I appreciate Mr. Castellano and Ms. Kirtley talking about 
audit committee requirements and particularly Ms. Kirtley’s com- 
ments about financial literacy, which she did not have time to go 
into a great deal in her testimony. 

If we have people on audit committees that had more financial 
literacy, and that fits in with the hearing that we had on financial 
literacy, I think the companies would be a lot better off and the in- 
vestors will be a lot better off. 

Mr. Copeland, I really appreciate the information that you have 
on auditor rotation and the information on the separation of con- 
sultants from the auditing process. And I will get into that a little 
bit more here in a moment. 

But for Wyoming, Mr. Balhoff is the prime example because all 
we have are small accounting firms in Wyoming. And of course, 
they are auditing small firms. Those firms do expect that when 
they have that exit interview, that they not only find out the things 
they have been doing wrong, but also they can find out the things 
that they have been doing better. 

I know how disappointed they are going to be when it gets to 
that point and because of cascading, the auditor tells them, oh, I 
am sorry, that is consulting. You are going to have to pay another 
firm to come in and look at exactly the same information, do ex- 
actly the same work that we did, and pay them as much or more 
in order to get that other question answered. 

Every time I have seen something that affects the companies 
that audit the SEC filings, it does wind up coming down to the 
States and the States having less hearings and less information, 
but imposing the same rules on those small companies. 

We have to be very careful that what we do here does not wind 
up doing that same thing. 

Mr. Gerson, what I really like in your testimony is that you tell 
people what auditing is. 

[Laughter.] 

That is a very important piece that is missing from this whole 
process. We are assuming that everybody knows what auditing is. 
I have found that there is quite a bit of variety in what people are 
picturing as auditing and they are thinking more of the times that 
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they have sat down with their IRS agent and answered questions, 
often for which they have been kind of bombarded and surprised. 

They do not recognize the continuity that is necessary in this, or 
the realm of information that is necessary in it because it is not 
supposed to be a gotcha situation. It is supposed to be assurance 
that the best accounting transparency is provided. 

And there are some different techniques that are involved in 
that, than what is involved with the IRS. But I guess I better get 
to the questions. I am running out of time and I am one of those 
rule-followers, too. 

[Laughter.] 

I would ask Mr. Copeland to comment — well, no, I am going to 
make some more comments. 

[Laughter.] 

We talked about forcing this rotation of auditors. I have to say 
that it was Congress that caused the problem to begin with. We 
have written all of our documents and questions and things to keep 
companies from shopping for auditors, to make sure that they are 
allowing full enough time for people to understand the business 
completely and to be sure that they are not applying pressure to 
the auditors with this threat of firing them. 

So everything that we have done has been toward saying, if you 
get rid of an auditor, take a look because there is something bad 
happening there. And now we are about to do a reaction, perhaps 
an overreaction, and say, unless you are changing auditors, you are 
doing something bad. 

We are going to have to reach some middle ground here, I sus- 
pect, where we recognize the errors that we are making and have 
made in the past and also rely on that financial literacy of an inde- 
pendent audit committee to be able to make the kinds of selections 
on when it is time to change auditors. 

I do have some questions which I will submit to you since I got 
carried away here. 

Chairman Sarbanes. Thank you very much, Senator Enzi. 

Senator Dodd. 

Senator Dodd. Thank you, Mr. Chairman. 

Thank you all for your testimony. It is very, very helpful. I want 
to make a couple of quick observations if I can. 

First of all, I want to underscore the point that Senator Sarbanes 
made. We have all acknowledged the unintended consequences and 
we are all very much aware of that. But I would also be very quick 
to add that there are more than just unintended consequences if 
we do not act. 

We are in a relatively brief session here with an election year 
coming upon us. We have a lot of work to do on appropriations bills 
and other things. These hearings have been very, very important, 
and while we are not going to act precipitously, it is going to be 
critically important that we act. So, I wanted to make that point 
to all of you. 

Chairman Sarbanes. Let me say, that is certainly the Chair’s in- 
tention. We are trying to be thorough and careful. But it seems to 
me it is clear that changes are needed and we intend to do all we 
can to see that that happens. 
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Senator Dodd. I appreciate the Chairman making that point 
again. 

And to my friend from Wyoming, I know that he is drafting legis- 
lation as well and will be submitting a bill on this matter. I am 
sure that there are no unintended consequences of what he is 
drafting here. 

[Laughter.] 

We are anxious to see what he proposes. Let me just make the 
point here, and I am preaching to the choir when I say this. I cer- 
tainly know Mr. Copeland. I don’t know the rest of you that well. 
But I have a lot of confidence in the integrity. I think the comment 
of Colonel Carter that the Chairman talked about and who audits 
the auditor, and he says, our conscience. 

I do not think he said that lightly or frivolously and I think over 
the years, there has been that strong sense. This is the difference, 
I suppose, when you understand the unique problems in smaller 
companies and so forth, not public companies that the Senator 
from Wyoming has pointed out. But there is a different set of cir- 
cumstances in accounting and auditing. 

A consultant has one client. It is the client that has hired them. 
They do not have a responsibility beyond the client that has asked 
them to do the consulting. 

A lawyer has one client. He is an officer of the court. It is a bit 
beyond that. But, nonetheless, their primary responsibility — in fact, 
ethics say that their obligation is to the client. 

The auditor has a broader responsibility. It is not just the client 
that has hired you. There is a fiduciary responsibility that tran- 
scends just the person who pays the bills. It is that person out 
there is who’s making investments and trying to decide how to 
make solid and intelligent decisions. 

Historically, we have relied on you, or at least the investor com- 
munity has relied on you. We have no one else to really rely on in 
making these things. So the notion somehow that this is just an 
auditing function and a consulting function and a lawyer’s function 
are all the same — I see you are agreeing. You are nodding your 
heads. It is different. Can you all agree with that? Am I overstating 
the case? It is very different. Is that not true? I am listening. 

Mr. Copeland. Yes, I agree. 

Senator Dodd. I just want to make that point. I think that is a 
very important point here. 

Also, I want to underscore the point that Senator Corzine made. 
This is not just about Enron, any more than the election of 2000 
was about Florida. What Florida pointed up is a serious problem 
with election laws around the country, and Florida highlighted it 
for all of us. Enron has highlighted a set of issues that we need 
to address. But if we suggested that all we were doing is crafting 
legislation to respond to Enron, that would be foolish, in my view, 
at this juncture. We do not know a lot yet about that. There are 
a lot of things to be done. It has highlighted problems. But to sug- 
gest that it is just an Enron bill I think would be a mistake. 

Let me, if I can, get into this. 

First of all, I always believe in starting with where we can agree 
a little bit. I agree with the issue on the rotation question. 
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I think in our bill, we ask for a study to look at this. You did 
not include in your testimony, but I have always thought a very 
worthwhile argument is that different accounting firms have dif- 
ferent specialties, even among the Big 5. 

The idea that there is a cookie-cutter approach here that one ac- 
counting firm can do the job of any other accounting firm because 
you are mirror images of each other, is just fundamentally wrong. 
There are specialties and so forth. 

The idea of rotating accounting firms, in addition to the argu- 
ments you have made, Mr. Copeland, in your testimony, it may be 
more forcefully made by the idea that it is really an impractical 
suggestion as to how to deal with it. So, I agree with that. 

None of you commented on the issue of FASB’s independence, 
about who pays FASB. Senator Corzine, Senator Stabenow, Sen- 
ator Johnson, and I have suggested that we ought to come up with 
a different financing scheme for how FASB is financed. Other than 
maybe adopting a particular suggestion, do you agree that the sug- 
gestions we have made in our proposal make sense, I presume you 
would agree. I presume it is one less cost you have. 

[Laughter.] 

Mr. Copeland. Senator, from my perspective, I think if you can 
make them independent financially, that is great, as long as you 
have perhaps some kind of periodic sunset provision or something 
that allows Congress to look at the utility of the institution itself 
periodically to be sure it has a continuing utility. For example, if 
you decided you wanted to go to international accounting standards 
on a global basis, you would need some way to unwind that. 

But I certainly do not disagree, without knowing the details of 
your proposal, that an independent financing for FASB would be a 
great idea. It would make them even more independent. 

Senator Dodd. Do you all agree with that? 

Mr. Gerson. It might be worthwhile to note that the Financial 
Accounting Standards Board is not a part of the AICPA. 

Senator Dodd. I know that. 

Mr. Gerson. It is a separate organization. 

Senator Dodd. But because none of you really commented on it 
too specifically, in your testimony, I accepted the notion that maybe 
you agreed with what Senator Corzine and I have suggested here, 
without necessarily getting into the details of it, of that particular 
organization. 

Now let me come back to scope because that is a big issue and 
the independent auditor. 

I want to draw you out on this a bit. Before I do that, I have 
to ask you this one question. Obviously, I think there is a real pos- 
sibility of Arthur Andersen going bankrupt. That is a suggestion I 
make. I am not suggesting you are endorsing that. But I wonder 
if you might just comment briefly on the implications of that to the 
markets. With some 2,200, I am told, clients, what would be the 
implications to the industry and to any market implications that 
that would be the case? 

Mr. Copeland. Senator, I would be happy to respond to that. I 
have been on record since the last spate of proposed mergers say- 
ing that I thought the further consolidation of our industry would 
not be in the public’s interest. I continue to believe that. I actually 
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think we went a bridge too far. So, obviously, I agree that losing 
Andersen or losing one of the Big 5 firms, depersonalize it from An- 
dersen, would not be good for the capital markets. It would limit 
the number of choices. It would limit the amount of competition. 

However, if it is going to happen, by necessity, then I think it 
is important that that process be managed in a rational and com- 
prehensive kind of way to avoid any sense of concern on the part 
of the public markets. 

We would certainly, as a firm, and I am sure our colleagues in 
the other firms would agree in the AICPA, that we would cooperate 
fully with the Securities and Exchange Commission in being sure 
that that consolidation was orderly, so that there was no chaotic 
result in the capital markets. 

Senator Dodd. Would you like to comment on that? 

Mr. Castellano. Senator, I would like to just follow up on Mr. 
Copeland’s comments. 

I would reemphasize that we will be committed to work with the 
SEC to ensure the stability in the capital markets and whatever 
happens there. 

I would say that there are about 800 firms now that do audit 
public companies, all members of the SEC’s Practice Section of the 
AICPA. So some of that capacity, depending on size and scope of 
the entities that need to be audited, can be absorbed by these other 
firms. It will be a challenge. 

I think it emphasizes the importance for all of us to be cautious 
in what we do because we do need a vibrant and viable accounting 
profession to serve these companies and the shareholders. 

Senator Dodd. Thank you, Mr. Chairman. I will come back to the 
scope questions in the second round. 

Chairman Sarbanes. Senator Stabenow. 

Senator Stabenow. Thank you, Mr. Chairman. And thank you 
all for your comments. 

I would like to go in a little different direction because it is clear 
from the reports on Enron that there were people in the company 
that knew there were problems, and that there were questionable 
procedures and standards, ethical business practices were under- 
mined. My concern is whether or not there was a corporate culture 
that discouraged people to come forward or discouraged dissent. 

It appears there were well-meaning people that knew there were 
problems and if they had been able to raise a red flag earlier, they 
may have actually stopped a situation that has hurt thousands of 
people in an extremely serious way. 

So, I would like to ask you about the issue of whistle-blowing. I 
am wondering if auditors should have a confidential mechanism to 
allow employees at companies that they audit to draw attention to 
potential fraud or earnings manipulation. Should there be a way 
that employees could confidentially express their concerns to the 
SEC? How would you suggest having a mechanism to be able to 
allow information to be shared? 

Mr. Gerson. We considered this very significantly when we were 
doing our new proposed standard for auditing for fraud. 

The concept of having a separate hotline to the auditors is very 
difficult to manage. We have upward of, if you include all our cli- 
ents, public and nonpublic, maybe 10,000 clients in a firm the size 
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of PricewaterhouseCoopers. And to try to manage a hotline with 
that degree of volume would be very difficult. 

We have introduced some requirements in this new standard in 
response to some of these problems. Specifically, we have added a 
requirement that auditors get representations from management as 
to whether they are aware of any allegations of this type of activity 
because there have been, frankly, some situations where company 
management knew about it and did not tell the auditor. And we 
would like to know. 

So rather than setting up our own hotline, we are expanding the 
requirements on the auditor to find out what is going on inside the 
company, and also encouraging auditors to speak to people outside 
the financial organization because the more people you talk to and 
the more questions you ask, the more likely it is that you will come 
across some information that will start you down the trail. 

Chairman Sarbanes. What is the magnitude of that burden if 
the hotline applied only to public companies, not the nonpublic 
companies? 

Mr. Gerson. I think it is still significant. Companies have hot- 
lines, and I think our experience — we have a hotline of our own, 
within our firm. And our experience has been that upward of 95 
percent or more of the things that come in on the hotline are not 
related to fraud or fraudulent reporting. 

Most of the things, frankly, that come in on hotlines are human 
resource issues — complaints about working conditions, complaints 
about my boss, things of that nature. And to have all that kind of 
information filter through the accounting firm, I think, would be 
very difficult for us to manage. It is sometimes hard to separate 
those issues. But I do think that we should be paying more atten- 
tion to those types of activities that are going on in companies and 
companies should have those kinds of processes in place. 

Senator Stabenow. Of course, the challenge is that it appears 
that there were managers that knew what was happening at Enron 
and did not share that information. 

Does anyone else want to comment? 

Ms. Kirtley. Senator, if I may. I think from a corporate govern- 
ance perspective, if audit committees were required to hold private 
executive sessions and employees knew that they were required to 
hold those private executive sessions with financial management, 
with independent auditors, and with internal auditors, I think that 
could potentially provide some mechanism where they would know 
that their message could reach in confidentiality a body who would 
investigate. 

And when you have outside directors, independent directors who 
are now required to be on the audit committees, I think that there 
may be a mechanism within that structure to facilitate something 
that would go a long way in that regard. 

Senator Stabenow. Anyone else? 

Mr. Castell a no. Senator. 

Senator Stabenow. Yes. 

Mr. Castell a no. Thank you. 

I will say that we do support corporations having their own codes 
of ethics. I think your point is excellent. 
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What this boils down to is corporations having the right culture, 
having processes within their organizations to evaluate the risks of 
fraud, and having processes within the company to provide over- 
sight. Perhaps the company should have such a hotline. But at 
least they need to have the right tone at the top, the right culture, 
systems to evaluate the rest of these things happening and the 
right oversight. 

We do support, to make this new fraud standard that we are pro- 
posing effective, as I said, that it will be a felony for anyone in a 
company involved in the financial reporting process, to lie to the 
auditor, or to withhold material information. 

Senator Stabenow. Thank you. One other question, if I might. 

In previous testimony, we heard about the incredible growth in 
financial restatements by companies over the last few years. One 
witness stated that there were 464 revised statements between 
1998 and the year 2000, nearly twice as many restatements as in 
the last 20 years. 

I know that several Members of the Committee have expressed 
concern about this and I know that Senator Corzine mentioned it 
this morning. But I am wondering if you have a theory on why we 
have seen this spike in earnings restatements. What would you 
recommend be done to stop this alarming trend in inaccurate infor- 
mation being given to the investing public, only to be revised at a 
later date? Should we consider charging companies a significant 
penalty when they misstate their earnings and have to restate it? 

Mr. Castellano. I have a comment for you about that, Senator. 

I think we have to look at the cause of the restatements. I think 
what you will find when we go back and look at what has hap- 
pened since 1998, is that there have been some accounting series 
releases that have been published by the SEC dealing with specific 
accounting issues that have caused companies to have to go back 
and rethink the way certain transactions have been accounted for, 
things such as series releases on revenue recognition, materiality, 
accounting for in-process research and development. 

I believe when those releases came out, it caused registrants to 
have to go back and reconsider accounting treatments. I am sure 
that has not accounted for all the restatements, but that is an ex- 
planation for some of them. 

Senator Stabenow. Would you expect that there would be a dra- 
matic decrease, then, in restatements? No? Yes? 

Mr. Copeland. 

Mr. Copeland. Maybe I could just speak to that. 

The Financial Executives Institute did an excellent analysis on 
this and I really urge your Committee to look at that analysis. 

Basically, the last 3 years, not including this just past year, are 
compared with the decade previous. When you adjust for market 
capital gains and losses — in other words, do not look at the number 
of restatements, but, rather, the market impact of the restate- 
ments, it basically boils down to 10 restatements a year each year. 

In other words, if you took those 10 restatements out of each 
year, you would take out the majority of the impact on the capital 
markets of those restatements and it would look like the years 
prior. So that may be useful both to auditing firms and to policy- 
makers in terms of where the concentration of effort should be. 
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In terms of the number of restatements, that can be accounted 
for in two or three ways, I think. First is, of course, the enormous 
exponential growth in the body of knowledge within the profession. 
FASB 133 had over 800 pages, for example. 

The second thing is a single issue related to the dot com revolu- 
tion, which was in process R&D. And that issue simply got ahead 
of the profession and I think got ahead of the Commission as well, 
and we had to react to that and that involved some restatements. 

The third thing was that one of the accounting series releases ba- 
sically lowered the materiality factor that is used by auditors and 
by the Commission to determine whether or not a company needs 
to restate its financial statement. 

So, you are really looking at a population that was created by a 
different measurement when you look at the last 3 years and com- 
pare it to the prior decade. 

Senator Stabenow. Thank you, Mr. Chairman. 

Chairman Sarbanes. Good. 

Senator Carper. 

STATEMENT OF SENATOR THOMAS R. CARPER 

Senator Carper. Thank you, Mr. Chairman. And to each of our 
witnesses, welcome. Thanks for taking time out of your lives to be 
here with us and to help us as we address these issues. 

Senator Dodd, I believe, earlier spoke of our election reform ef- 
forts and alluded to Florida. I just want to build on that in framing 
my question. 

It goes back to what Senator Stabenow stated in restating of 
earnings. A big part of what we are interested in doing here is 
making sure that when individuals or when pension funds or other 
entities invest their monies, that they know what they are invest- 
ing in and that what they get is what they think they are getting. 

That is a primary concern of ours and focus of ours, and you are 
helping us to get there. 

If we had elections for the Senate, for the House, for governor- 
ships or mayoral positions, and we were not infrequently restating 
the results, so that someone we thought won, but later on we found 
out that they did not, in fairly short order, people would start to 
lose even more confidence in our electoral system and their ability 
to exercise their rights in a democracy. 

We want to make sure that we do not have those problems with 
respect to our democratic system and we want to make sure that 
the problems that are brought to our attention because of Enron 
and the restating of earnings, that we address that right away. 

I think there are three corrective courses that we can take. One 
of those is a legislative course, for us to take actions in certain 
areas. Another is to look to the regulators to take certain actions. 
And the third is for the industry itself to take corrective actions, 
in some cases, compelled or encouraged by the market and driven 
by market forces. 

I have been to two other hearings today, so, I have missed your 
testimony. First, I am going to ask each of you just to give me the 
benefit of where you agree — forget about where you disagree — but 
where do the five of you agree on what we ought to do legislatively, 
particularly with respect to the work that is done in your industry. 
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Where do you agree, what should we do legislatively? Second, what 
falls within the purview of the regulators? What should they do? 
Where do you agree on what the regulators do? Last, where do you 
agree on what the industry should do? 

Mr. Copeland. Maybe I could just start with that. 

I have heard several times mentioned restatements in the con- 
text that means the accounting firms made an error. Just for the 
record, in a great many of those cases, the restatement was caused 
by the auditor identifying the problem and causing the statements 
to be restated. 

Senator Carper. I accept that. 

Mr. Copeland. In terms of where we could absolutely reach 
agreement, I believe that the issue of a more transparent govern- 
ance process for our profession, oversight process for our profession, 
and disciplinary process for our profession, would be the most im- 
portant thing that we could do from the standpoint of restoring the 
confidence of the investing public. 

I believe working together with the Commission, with the 
AICPA, with Congress, we can come up with an appropriate ap- 
proach that would allow the investing public to understand that 
our profession is being properly overseen and, again, hopefully re- 
store the confidence that we have enjoyed over the last many years. 

Senator Carper. Let me just make sure my question is clear. 
What I am asking is, as I sit here, there are three places that the 
corrective action can come from, at least three. One is from you, 
from the industry itself. Two, are the regulators. And three are 
those of us who are elected. I think you are suggesting that we es- 
sentially work together to come up with a corrective joint fix. 

Mr. Copeland. That is my suggestion, yes. 

Senator Carper. I am just asking the others on the panel, what 
out of those coordinated actions should come from the Congress? 

Mr. Castellano. I would like to comment on that, Senator. 

I agree, and I said this in my testimony, that we are committed 
to work with this Committee, the Congress, the SEC, and the 
FASB and all participants in the financial reporting process, to im- 
plement meaningful reforms. 

As to what role the Congress should play or what should be done 
through regulation or what should be done by the profession, I 
would just suggest that we carefully consider that whatever way 
the reform is enacted, be done in such a way that it can be respon- 
sive to evolving and changing market conditions because one of the 
challenges of a legislative solution is can that effectively change 
quick enough as market conditions evolve, or is a regulatory solu- 
tion a better way with Congress working with the profession, work- 
ing with the regulatory authorities, to come up with a solution that 
can be very responsive to evolving market changes? 

Senator Carper. Others, please? 

Ms. Kirtley. I have nothing to add. 

Mr. Gerson. No. 

Senator Carper. I don’t think I framed that question very well. 
We are going to move on. But, Mr. Chairman, I am disappointed 
with what I just heard and I accept the responsibility. Obviously, 
I did not frame the question well. I will say it again, and I do not 
expect you to respond. 
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There are some things that we need to do. I think they are prob- 
ably rather limited, we, the Congress. There are a lot of things that 
you all need to do, and your industry, and there are probably a 
whole lot more, considerable, than what is appropriate for legisla- 
tive action. There are clearly things that our regulators need to do. 
We can help them in that or we can discourage them, as we will. 
What I was looking for from each of you is where do you agree on 
what is the appropriate role for the Congress? Where do you agree 
on what is the appropriate thing for the regulators to do? Where 
do you agree on what is the appropriate thing for you within your 
industries to do? 

That was my question, and I did not ask it very well because I 
sure did not get the response that I was looking for. 

Thank you. 

Mr. Gerson. Is it possible to continue on this? 

Chairman Sarbanes. Pardon? 

Mr. Gerson. Is it possible to continue on this, on the question? 

Chairman Sarbanes. Why don’t you take a moment or two. We 
have another panel that has been waiting. 

Mr. Gerson. Okay. I will be very brief. 

I think one of the things that we have laid out is a vision of 
where we need to end up. It is not always clear to some of us, at 
least some of us who aren’t actively involved in the political proc- 
ess, which parts of it need to be constructed by whom. That is why 
I think it takes a collaborative effort. 

Let us use, for example, this new Public Oversight Board — or 
whatever its name is — some of its privileges and responsibilities 
may only be able to be established through legislation. There are 
some that the SEC could do through regulation and there are 
things that the profession can do to move it ahead. 

Personally, I am not sure how I know to pick which pieces of that 
each group needs to bring to the table. So, therefore, I do think it 
is important that we work together. 

I think there are some things that the profession itself clearly 
needs to take the lead on. Establishing a more effective business 
reporting framework is something that clearly I do not think would 
be done through legislation. The SEC would have a role in it, but 
it is something that is very important for us to take the lead on 
to make sure that the reporting that is done is effective. 

Improving the performance of auditors on the individual engage- 
ment level in terms of the standards that we put forward for our 
members to follow is something that we need to take the lead on. 

So there are things that each of the groups brings to the table. 
I think industry has a responsibility also with respect to their role 
in proper financial reporting. 

But most things require bits and pieces to be put together from 
the different groups and it is hard to establish that unless you 
have a very clear perspective on what is the goal and then how do 
you together make it happen. 

Senator Carper. Those comments are helpful. Thank you. 

Thank you, Mr. Chairman. 

Chairman Sarbanes. I would like to move to the next panel. 

Senator Gramm has a question. 
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Senator Gramm. Yes, I want to raise an issue here and I will do 
it very quickly. I want to read you a quote: 

I have served on too many audit committees to know that even though I would 
consider myself independent, I would consider myself knowledgeable, I did not know 
what questions to ask the chief financial officer during meetings to find out what 
it is that conceivably is going wrong with the corporation and he wasn’t about to 
tell me. 

Now, you might think this is some guy on the Enron board or 
this is some guy on Global Crossing, or this is some incompetent. 
This is the most respected financial person on the planet — Alan 
Greenspan. 

In listening to you, Ms. Kirtley, it seemed to me that you are act- 
ing as if somebody — and I raise this question because a year from 
now, I might very well be on an audit committee, since I am not 
going to be on this Committee. 

Ms. Kirtley. You are a brave person. 

[Laughter.] 

Senator Gramm. But I want to tell you, I am a lot less likely to 
do it today than I was a year ago. 

Ms. Kirtley. Right. 

Senator Gramm. If Coca-Cola asked me to be on their board and 
their audit committee and I cannot rely on the accountant, and we 
are meeting four times a year for a day and a half, and people are 
expecting me to go out and count Coke bottles, I am sure as hell 
not going to do it. 

I think we have to be very careful here or we are going to create 
a situation where people, competent people, are not going to be 
willing to serve on these boards. 

Somehow, if you do not accept the premise that people have a 
right to count on the outside auditor, that it is their job to go be- 
hind that auditor, then I think you basically write off people that 
are concerned about their assets from ever being on any aid com- 
mittee or ever being outside members of a board. 

I would like to get your response to that. 

Ms. Kirtley. If I may comment. You are absolutely right on. The 
audit committee is not the auditor’s auditor. The audit committee 
should be an oversight body. The audit committee should create an 
environment for open and candid and free communication, and they 
should do that by talking to various people throughout the organi- 
zation that should know. 

You are absolutely right. If someone wants to hide something 
from you, or if you do not think to ask the right question and they 
are not forthcoming with the information, you do increase your 
chance of being able to see if there are concerns and risks or trans- 
actions that have nuances to it that you haven’t been informed of, 
by discussing privately with these different groups. But there is no 
guarantee and you do have to trust someone. 

I think your point of regarding people willing to serve on audit 
committees is a very valid point. I know that the recruiting firms 
for boards of directors have said that they have had a lot more 
turn-downs 

Senator Gramm. I am sure they have. 

Ms. Kirtley. — because people are not willing to put their per- 
sonal wealth at risk or their reputations or anything else, if it is 
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going to be a gotcha environment, if we cannot use the prudent- 
man rule, and if they perform their due-diligence, if we cannot rely 
on them to use their best business judgment. 

Senator Gramm. Thank you. 

Chairman Sarbanes. Senator Dodd. 

Senator Dodd. Just a comment because we have to get to the 
next panel. 

I did not get a chance to get back to the scope issue, and I am 
respecting the Chairman’s desire to move along here. What I will 
do is ask you to make some comments about it. Again, we drafted 
this legislation and the scope issue. 

Mr. Copeland, looking at your own testimony, talking about the 
decision that Deloitte made, as the other firms did, the Big 5, and 
most recently, the recommendations of Mr. Volcker, regarding the 
consulting services and auditing decisions. The reluctant decision, 
using your language here 

Mr. Copeland. Yes, sir. 

Senator Dodd. — to make those separations because of the per- 
ceptions and so forth. 

First of all, what we have done in our legislation, or the proposal 
we have made, anyway, is to go back to the original proposal the 
SEC made on auditor independence and we tried to be sensitive 
about some of the very legitimate points that need to be brought 
in the taxation question, which I think is a very legitimate point 
in terms of conducting an audit, to be able to advise where the tax- 
ation issues are involved. 

But I go back to the point, and I will ask all of you to comment 
on this if you want. When you are consulting, in a sense, in the 
contract or performing other functions within the consultative func- 
tion, there is one client, in a sense. And that is, of course, the per- 
son who has hired you to do that service. 

When the same firm is performing that function and simulta- 
neously performing the audit function, which has, in addition to 
the person that hired you, the shareholder interest and others who 
will depend upon that information, it seems to me we run the risk 
of having the kind of collision of interests between the consultative 
function and the audit function. 

And as we draft this one, we want to look at ways in which these 
nonauditing functions that are essential to performing the audit 
function are going to be included, or provide a mechanism for them 
to be included. 

So, I would invite your comments on how we might do that and 
our suggestions that we propose in the legislation. 

Mr. Chairman, I won’t ask for a response to that at this par- 
ticular moment, but I want to think that what the firms have done 
recently in response to this issue, and unilaterally voluntarily tak- 
ing the decision to separate, is one based on a sound judgment and 
not just reacting because you think it is what the public wants you 
to do, but, rather, it makes sense to do. 

Obviously, incorporating that in a legislative proposal so it is not 
left to the vagaries to move back into it once this passes us by, the 
public attention on this question, and to be reinstated later on. 

So there is a need, I think, to codify in some way a decision on 
how we do make a distinction in those areas. 



847 


Chairman Sarbanes. Why don’t you submit to us any additional 
comments that you may have arising out of anything asked here 
at the hearing. We will continue to look to you to get your opinions 
on various issues that are being raised. 

I just want to close with this observation. I would just commend 
it to you to think about. 

As I said earlier, I think that we have a serious challenge on our 
hands. When the President of the United States is making jokes 
about the accounting profession, in a sense, even the implication is 
questioning whether it is a profession, essentially, is what it 
amounts to, that gives you some sense of where we are right now. 

Obviously, you are very concerned about where we are going. But 
I want to say this to you. If we do not go somewhere where the 
structure and the system that is in place and its requirements are 
perceived and in fact, really address these issues and give us a real 
prospect that these situations are not going to reoccur, or will be 
significantly diminished, I do not think this thing is going to come 
to rest. 

In the past when things have arisen, we had the Wheat Commis- 
sion, the Cohen Commission, the Treadway Commission, and the 
O’Malley panel — we had some of those people in and of course, they 
were lamenting the fact that most of their recommendations never 
were implemented. Some did, but a lot of them did not. 

And so, I think that if there is any sense that, well, we will draw 
the steam of this thing and it will relapse back into memory and 
there will be some changes, but they will be relatively minimal, I 
do not think that is going to happen. 

This issue is going to continue to be an issue and will continue 
to ferment and to germinate until we reach a point where most 
people look at it and say, well, now, that is pretty sensible, what 
has now been put into place, and that ought to work. 

I think for accountants, it means really kind of a reference back 
to these really quite impressive stories about the establishment of 
these large accounting firms, what they represented institutionally, 
and the standards they set, which of course, they have now drifted 
away from. And that, I think, is one of the challenges that is before 
us as we try to deal with this matter. 

I would just leave that to you to think about as we try to move 
ahead and arrive at some resolution, which is obviously what we 
are focusing upon. 

Senator Dodd. Mr. Chairman, I was thinking as we were talking 
about these issues and the dual functions. You and I served with 
a Member of Congress whose name I won’t reference who was 
elected years ago. He also had a law practice in his district. He had 
his district office as a Congressman 

Chairman Sarbanes. Next door. 

Senator Dodd. Next door. And there were two doors. One says, 
Congressman X, Attorney At Law. And the other one said, Mr. X, 
Congressman X. When you opened up either door you got into the 
same room. 

[Laughter.] 

That doesn’t happen any more, but it always struck me — maybe 
it has been reflected in my thinking back to those days of that very 
distinguished Member of the House. 
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Chairman Sarbanes. You have been a very helpful panel and we 
appreciate your coming and giving us the benefit of your thinking. 

Mr. Castellano. Thank you very much. 

Mr. Copeland. Thank you. 

Mr. Gerson. Thank you. 

Chairman Sarbanes. We ask the next panel to come forward. 

[Pause.] 

We are very pleased to have you here and we appreciate your pa- 
tience through a long morning. 

This panel consists of Peter Wallison, who is Resident Fellow and 
Co-Director of the Project on Financial Market Deregulation at the 
American Enterprise Institute. 

Peter was previously a partner at Gibson Dunn and Crutcher. He 
was General Counsel at the Treasury Department in the early 
1980’s and then Counsel to President Reagan in 1986 and 1987. 
Sometime back, he was a Special Assistant to Governor Nelson 
Rockefeller and he was Counsel to Vice President Rockefeller dur- 
ing his tenure as Vice President. 

Our other panelist this morning is Robert Litan, Vice President 
and Director of the Economic Studies Program at Brookings, and 
was Associate Director of OMB in the mid-1990’s, Deputy Assistant 
Attorney General in the Antitrust Division of the Department of 
Justice from 1993 to 1995, and previously a partner of Powell Gold- 
stein Frasier and Murphy, and many years ago was a staff member 
of the President’s Council of Economic Advisers. 

Gentlemen, we would be happy to hear from you. Mr. Wallison, 
we will go with you, and then Mr. Litan. 

Mr. Wallison. I thought we might start with Mr. Litan, if that 
is okay, Mr. Chairman. 

Chairman Sarbanes. Okay. That is fine. 

Mr. Litan. 

STATEMENT OF ROBERT E. LITAN 
VICE PRESIDENT AND DIRECTOR 
ECONOMIC STUDIES PROGRAM 
T H E BROOKINGS INSTITUTION 

Mr. Litan. Okay. Our time constraints are what? I think staff 
told us somewhere between 5 and 10 minutes. 

Chairman Sarbanes. Yes. Can you do that? 

Mr. Litan. Yes. 

Chairman Sarbanes. Your full statement will be included in the 
record. 

Mr. Litan. I will stay south of 10 minutes. 

Chairman Sarbanes. All right. 

Mr. Litan. Thank you, Mr. Chairman, for inviting us. I would 
like to make several background points. 

Number one, markets and regulators already have engaged in a 
lot of self-correction in the wake of the Enron affair. Companies 
whose stocks were pummeled after Enron by investors are dis- 
closing more, while the various gatekeepers who failed in Enron, 
the boards, the audit committees, the analysts, the rating agencies, 
and the auditors, have all tightened up. 

Number two, knowing exactly how to fix the problems exposed by 
Enron is hard. The issues are complex, the facts aren’t all in, the 
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experts do not all agree, probably including us, and there are pros 
and cons to every alternative that you consider. 

Number three, precisely for these reasons, it is important that 
any legislation that Congress enacts preserve a maximum degree 
of flexibility and leave the details to the SEC. 

With all of that in mind, I now turn to the four issues in my tes- 
timony. Number one is the improvement of accounting standards 
themselves. The accounting standard problem at Enron was basi- 
cally the weak consolidation rule for all those special-purpose enti- 
ties and you all know that FASB has basically since hopefully cor- 
rected that problem. 

So the remaining issue on the table is what, if anything, to do 
about FASB itself and two particular problems it raises. One, it is 
slow; and two, you have undue political influence on FASB. 

On the slowness issue, I have sympathy with those who have 
suggested that the SEC threaten as a backstop to step in by a date 
certain on a particular issue if FASB is not moving fast enough. 

The harder issue is what do you do about political influence? 

As I have talked to various people, some suggest nothing. They 
say, look, the FASB’s rulemaking is like the EPA or OSHA or other 
kinds of rulemaking. It is inherently a political thing. So let politics 
intrude. 

Now the response to that, though, is that there really is in my 
view an unequal balance of political interests. You have the firms 
and the accounting firms that have very narrow, very specific inter- 
ests in particular rules. And then you have a very diffuse investor 
class that may not care about a particular rule, especially because 
they can sell the stock and they do not have to exercise any voice. 

So, I think there is an undue political influence problem. The 
problem, though, is how to solve it. And I review all the options in 
my testimony and I say, ultimately, I do not think as long as the 
Congress oversees the SEC and the SEC oversees the FASB, that 
you are going to solve the problem at all. 

The only theoretical way to solve it is to move standard setting 
to the international arena, international accounting standards. You 
can either replace GAAP with IAS or you can have the two compete 
against each other. 

In my testimony, I come down on the side of competition. I sug- 
gest that we urge the FASB to narrow its differences on some key 
areas with IAS, and then quit. And then allow firms to choose one 
or the other. 

They do this in Germany and I do not see any reason why we 
could not do that in the United States. And that could reduce the 
role of political influence because one of the things we see is that 
the market would punish the standard that is not delivering inves- 
tor protection. 

Chairman Sarbanes. What is it they do in Germany? I missed 
that. 

Mr. Litan. They give you a choice between international account- 
ing standards or U.S. GAAP, or even, I believe, German GAAP. 

Chairman Sarbanes. Except the international accounting people 
told us that the EU has now made the decision that by 2005 

Mr. Litan. Correct. 
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Chairman Sarbanes. — all countries will adopt the standards set 
by the International Accounting Standards Board. 

Mr. Litan. I am aware of that. And I am suggesting to you that 
in the United States, where we have had this war for many years, 
I think the only way to resolve it is to allow competition, but first, 
narrow the differences. 

Senator Dodd. What about the funding of FASB? It seems to me 
that is the politics of it. If you are going to be funded, 20 percent 
of it by the accounting industry and 80 percent by buying reports 
and papers that the accounting industry buys, if you move their 
funding scheme, the $20 million they need, to a different source, 
to give them more independence on that, then you seem to at least 
take out that kind of political influence. 

Mr. Litan. Yes, you could. Hopefully, this is not all coming out 
of my time. But in any event 

[Laughter.] 

— on the funding, Senator, I do not think that ultimately solves 
the problem, with all due respect, because we can change the fund- 
ing and I agree with you that it is probably better to have it funded 
in maybe the way you suggested. But, look, on very specific issues 
like expensing stock options or whatever, if Congress wants to get 
involved, there is nothing to stop it. 

I think the big battles that we have seen over the last several 
years have not been funding issues. They have been because very 
specific interests have come to Congress, which then makes its 
views known, and there is no way to stop that, unless you basically 
take standard setting entirely out of the U.S. arena, or you allow 
competition and let the market punish the people that have the 
weaker standard. 

Senator Dodd. I will make sure this does not come out of your 
time. 

Mr. Litan. Sure. 

Senator Dodd. Just on that point. There have been efforts up 
here, for instance, in the debate over pooling and setting account- 
ing standards, when there were threats made that Congress was 
going to legislate. Some of us up here bucked that very strongly 
and suggested, not that we necessarily agreed or disagreed with 
the accounting standard, but just the point that Congress somehow 
setting accounting standards was a bit frightening. 

Mr. Litan. Yes. 

Senator Dodd. We prevailed in that. That view that we should 
not bring these matters to a vote where, by a 51-49 vote, the Sen- 
ate endorses a particular accounting standard. So where has the 
political influence produced a result? The stock option issue, is that 
the one you cite? 

Mr. Litan. I cite stock options. 

Senator Dodd. Okay. 

Mr. Litan. Yes. There is a survey article, actually, in the Na- 
tional Journal, that talks about Congressional involvement. The 
second issue is enforcement. Two ways to address enforcement — 
better monitoring and better incentives. 

Now on better monitoring, the proposal du jour is the public reg- 
ulatory board. And what Congress appears to be doing and in fact, 
Senator Dodd, you are author of a proposal to basically tighten up 
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Harvey Pitt’s proposal. Make all the people independent, or most 
of them independent, and give it broader investigatory authority. 

What I say in my testimony is that before you rush to adopt that 
plan, just stop and think about one alternative, and that is, have 
the SEC do the enforcement itself. 

You can create the PRB and let them set the standards. But I 
survey the enforcement scene and I come from the Justice Depart- 
ment where I used to be and conclude that the Government does 
not contract out many enforcement jobs. This is inherently a Gov- 
ernment function to enforce standards. 

And so, I just raise the question for you whether it might not be 
a better idea to go, for example, to Senator Gramm’s question 
about accountability, to go ahead and have the Government do this 
because the Government is the one that is accountable and give it 
the money to do it. That is basically where I come out. 

Now what about incentives? We have the liability system, but 
that is a very blunt instrument, as we see. You drive a company 
out of business, it scares the hell out of everyone and sure, that is 
going to work. But you should want some more finely calibrated 
incentives. 

What I suggest in my testimony is that auditor rotation and ban- 
ning audit firms from doing unaudit work are not necessarily going 
to solve the incentive problem. I will give you a perfect example. 

If you ban the nonaudit work and you only have an audit firm 
doing audit work, that is their only butter and they are working 
for management. They are at risk if they come down too hard at 
losing all their business on the only thing they are doing. 

The ultimate nub of the problem is who they are working for. 
They are working for management. And that same thing is true of 
rotation. If you do rotation, if you have beauty contests every 4 
years, and people are going to wink — all right? — in order to get a 
job. And you have that risk. 

You have to change the people who are hiring them. I survey in 
my testimony all the kinds of people who can do this — the stock ex- 
changes, the SEC, the PRB. I come down against each of them, be- 
cause all of those options are just incredibly complex when you 
think about it. 

The only one that makes sense is have the audit committee, with 
all its warts, have the audit committee be the one that hires the 
audit firm. That is where I come down. 

Third point — competition in the wake of the decline of Arthur 
Andersen. If Arthur Andersen fails, we are going to have a less 
competitive auditing system. It is already highly concentrated. I 
have some data in my testimony on this. I can tell you from an 
antitrust point of view, this is not good. Audit services will go up, 
people have fewer choices. This is not a good outcome. 

Do I have a clear solution for you? No. All I can come up with 
is, asking the SEC basically to encourage the private sector to hire 
second-tier firms, the ones right below the Top 5, and second, take 
a review of any of our regulations that may inhibit foreign firms 
from doing business in the United States, and maybe we can at- 
tract some foreign firms to try to get some more competition in this 
market. Those are the only two ideas I can come up with for a very 
difficult problem. 
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My last issue, the cutting-edge issues beyond Enron. Now, Peter 
is going to talk in a minute about the need for more nonfinancial 
disclosure. I want to tell you about a couple of other cutting-edge 
issues. 

One of them is called XBRL. It is basically a project that the 
AICPA has started with a bunch of accounting firms and other real 
firms to put data tags on all the kind of information you see in fi- 
nancial statements, so that people who use the Internet will be 
able to manipulate data much more easily than they do now. 

They will be able to search, for example, and find a very specific 
category of firm. They cannot do that now with the way financial 
statements are currently done. And the way to advance XBRL, I 
suggest, is to have the Edgar filings, which are now done by every 
corporation, make them be in XBRL by a certain date, and you will 
vastly increase the ability of investors to play with analyzed data. 

I also like the Administration’s proposal to require more signifi- 
cant intra-quarterly disclosures. I think that is a good idea. Also, 
I like the mandated disclosure of sales by insiders and so forth. 

But I leave you with the following observation. That in the age 
of the Internet, there is no reason why, ultimately, we cannot move 
to much more frequent reporting than quarterly. Monthly, even 
weekly. 

I know it sounds crazy. But I want to tell you, everyone here, or 
a lot of your witnesses, have complained about earnings manage- 
ment. Everybody’s trying to hit those quarterly numbers. I haven’t 
heard one credible idea to attack the problem, to reduce earnings 
management. 

I hold out one hope. If we had more frequent reporting, people 
would attach a hell of a lot less importance to the quarterly num- 
bers. They’d be focusing on the weekly or the monthly numbers, 
and people would forget about the quarterly numbers. Frankly, you 
cannot predict 

Senator Dodd. Quarterly numbers. 

Mr. Litan. Whatever. You cannot predict weekly or monthly 
numbers. The analysts will give up and, frankly, you will get so 
much information out there, that people will pay less attention to 
it and I predict there is a chance that the problem will go away. 

The final point is plain English. Everybody wants plain English 
in the financial statements. It is a great idea. But all I want to re- 
mind you is, you can have all the editors you want at the SEC and 
all the plain English in the front, which, by the way, I am for. I 
am all for plain English. 

I just want to tell you, it is not going to prevent future Enrons. 

That is the end of my testimony. 

Chairman Sarbanes. Very good. That was very helpful and very 
well done. 

I just might observe — we do hourly numbers and have the stock 
markets open 24 hours a day. 

Senator Dodd. Right. 

Chairman Sarbanes. We can keep everything in a total frenzy 
all the time. 

Mr. Litan. Exactly. 

[Laughter.] 

Chairman Sarbanes. Just feeding off of itself all the time. 
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[Laughter.] 

Everyone will be absolutely hyperactive. 

Mr. Wallison. 

STATEMENT OF PETER J. WALLISON 
RESIDENT FELLOW AND CO-DIRECTOR 
PROJECT ON FINANCIAL MARKET DEREGULATION 
AMERICAN ENTERPRISE INSTITUTE 

Mr. Wallison. This is the CNBC proposal, I suppose. 

Chairman Sarbanes. Yes. 

Mr. Wallison. Well, Mr. Chairman, and other Members of the 
Committee, it is a delight to be here, and to have the opportunity 
to present this testimony. 

Bob has covered really all of the issues that are currently in the 
press and are of interest to the Members of the Committee as you 
attempt to legislate in this environment. So, I won’t cover any of 
those. 

I would like to say, though, that when you are asking questions 
of both of us, I would be happy to take questions, too, on these 
Enron-related issues. And you might find, surprisingly, that some- 
one from Brookings and someone from AEI can agree on a lot of 
these things, although there are some areas where I have a dif- 
ferent view from what Bob has expressed. 

My testimony today, however, will talk about the future, in large 
part because I believe much of the current debate about the quality 
of GAAP and how it was enforced — or whether it is sufficiently en- 
forced — may be beside the point. 

The fact is that GAAP accounting is becoming increasingly irrele- 
vant for financial disclosure and we must begin to work on sup- 
plements and alternatives. I will try to explain why this is so and 
discuss some of the ideas that are necessary to bring financial dis- 
closure into the new economy that we are creating here in the 
United States. This could get just a little bit technical, but I will 
try to keep it as short as possible. 

The reason our financial disclosure system must change is that 
we have now entered the information or the knowledge economy, 
and intangible assets have become the primary means by which 
our economy creates value. 

According to some estimates, 80 percent of the value of compa- 
nies listed in the S&P 500 is attributable to their intangible assets. 
Now what are intangible assets and what is the significance for 
financial disclosure of their coming to dominate the assets of Amer- 
ican companies? 

Computer software and pharmaceuticals are two examples of 
goods that are, in one sense, manufactured, but in a much more 
important sense are the product of human knowledge and skill 
rather than machinery and equipment. 

In other words, most of the value created that is added to the 
plastic of a computer disk or the chemical in a pill is added by the 
knowledge of the employees who have the skills and the imagina- 
tion to conceive and develop the computer software programs or the 
new drugs. 

The knowledge assets that conceive and produce these products 
are intangible because they cannot be touched or seen and they are 
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assets because they are instrumental in generating cash flows for 
the companies that use them. 

Other intangible assets include such things as patents, trade se- 
crets, computer programs, trademarks, brand names, and even, 
and this is quite interesting, customer loyalty or satisfaction. 

Here, then, is the difficulty. 

The vast majority of the value created in the United States today 
is produced by intangible assets. But these assets do not appear, 
and in many cases, cannot appear, on corporate balance sheets. It 
is important to note that this problem cannot be solved by chang- 
ing GAAP accounting rules. GAAP relies on costs — of land, equip- 
ment, rolling stock — to establish values, and there is no known way 
to place value on knowledge assets. 

In fact, since in many cases they exist only in the heads of the 
employees of these companies, these assets are not even owned by 
the companies that make use of them for generating cash flow or 
profits. 

That is why, after the advent of the knowledge economy, the 
market value and balance sheet value of public companies began 
to diverge. So that, in the year 2000, the market values of public 
companies were six times greater than their balance sheet net 
worth. This was not true, incidentally, in the late 1970’s, when it 
was just about 1:1. 

Obviously, investors were seeing something in these companies 
other than what appears on their balance sheets and it seems rea- 
sonably clear that what they are valuing are the companies’ intan- 
gible assets. 

Now it might be objected that balance sheet values do not really 
matter, that in the knowledge economy what investors are looking 
at are earnings, and that the price earnings ratios of public compa- 
nies are what are important. 

Why is that not sufficient to give investors all the information 
they need about companies? 

The answer is that, once again, the inability to value intangible 
assets or determine whether a company is creating value in the 
form of intangible assets, or destroying it, can distort income state- 
ments, making price earnings ratios and other similar comparisons 
unreliable. 

A very good example is furnished by AOL. During the years 1994 
through 1996, AOL spent a huge amount of money on acquiring 
customers by sending out computer disks and extensive advertis- 
ing. AOL treated these customer acquisition costs as an investment 
and capitalized on them. It argued that it was creating a valuable 
customer base, which would be, of course, an intangible asset. 

When a company capitalizes its costs, there is no immediate im- 
pact on earnings, of course, and the SEC claimed that this was 
misleading. The SEC’s argument was that because AOL capitalized 
these costs, it was able to show profits in each of the years 1994 
through 1996, but if it had treated them as expenses, it would have 
shown losses. 

In 1997, under pressure from the SEC, AOL changed its account- 
ing treatment, and restated its 1994 through 1996 financial state- 
ments, so that it expensed these customer acquisition costs. Was 
this the right treatment? 
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The answer in the light of later developments is clearly no. AOL, 
as we all know, turned out to be a great success, largely because 
it accumulated a huge number of customers before anyone else. In 
other words, AOL’s customer acquisition costs were investments 
since they produced a very large, profitable, and ultimately, mar- 
ket-dominating customer base, which is a huge intangible asset. 

This also means that investors who were sophisticated enough to 
recognize this were correct in giving AOL an enormous price earn- 
ings ratio during this period. The commentators who just looked at 
historic price earnings ratios and did not consider that AOL was 
building a huge intangible asset were wrong when they said that 
this company and a whole lot of other companies in the knowledge 
economy were “overvalued.” 

We hear that even today. 

They failed to grasp the significance of an intangible asset that 
was not on AOL’s balance sheet. 

It seems clear, then, that our economy, as it comes to rely in- 
creasingly on intangible assets as the source of company values, 
must have some way to assess the quality of these assets. We must 
recognize that GAAP accounting can never do this. As the AOL 
case shows, it may in fact distort perceptions of value. 

This is not a healthy situation. If financial statements do not 
allow investors to understand the real value of a company, this cre- 
ates risk. And when risk is created, it raises the cost of capital, 
promotes volatility, and ultimately distorts capital allocation. 

The accounting profession has recognized this problem and has 
been working on it for years. Bob and I, neither of us accountants, 
wrote a book called “The GAAP Gap,” which covers what the ac- 
counting profession has been doing over the years on these issues. 

One answer that has achieved some currency is the development 
of metrics or indicators that would allow investors to get some 
sense of the value of the intangible assets that a company has cre- 
ated, and whether these assets are becoming more or less valuable. 

The organizations working on this include most of the major ac- 
counting firms, Financial Accounting Standards Board, and on an 
international level, the Organization of Economic Cooperation and 
Development. But up to now, progress has been slow. 

First, companies are concerned about proceeding down this road. 
They say it may provide information helpful to their competitors. 
They are afraid that it may result in legal liability. There is some 
merit in these concerns, but they may be somewhat exaggerated. 
Congress can do something about that. 

Also, companies do not see any direct financial benefit in incur- 
ring the costs necessary to develop the necessary indicators and the 
information that these indicators will disclose. But there are sev- 
eral areas where businesses are already cooperating in activities 
that are closely related to the development of these indicators and 
would be useful to investors. 

Benchmarking, supply chain standardization, and indicators de- 
veloped for the internal use of management, which many compa- 
nies now have, are examples of this. 

In addition, there is data, and this is extremely important, that 
indicates that increased disclosure can have the effect of lowering 
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capital costs. This stands to reason since more information reduces 
uncertainty and, hence, volatility and risk. 

If companies can be convinced of this effect, it could produce a 
virtuous circle in which they offer higher quality disclosure to re- 
duce their capital costs. 

The issue for policymakers is how to stimulate development in 
this direction. The solution, however, is not to mandate indicators, 
even if they already existed. 

Indeed, action of this kind by the SEC would be exactly the 
wrong way to get this process started. As we have seen in the past, 
mandated SEC requirements very quickly produce boilerplate dis- 
closures and stifle innovation. On the other hand, the SEC could 
perform a valuable role without issuing mandates. It could convene 
experts, accountants, and business people, encourage voluntary ac- 
tion, deal with objections that are raised, seek solutions that at- 
tract support — emphasizing always that investors need information 
in order to make rational choices. 

I would hope that the Committee would include in any post- 
Enron legislation language that will encourage the SEC to move in 
this direction. 

Mr. Chairman, that concludes my testimony. Thanks very much. 

Chairman Sarbanes. Thank you very much. 

Who do you think should set the standards? The SEC? The pro- 
fessional group? Some independent body? 

Mr. Wallison. I am strongly of the view that the Government 
should have as little to do with setting accounting standards as 
possible. And I am somewhat concerned even about the idea that 
the Committee’s proposal will result in an independent body that 
is supposed to set auditing standards, ultimately reporting to the 
SEC. This might give the SEC control over accounting standards. 

There is already too much opportunity for political involvement 
in setting accounting standards, and to the extent that this oppor- 
tunity is increased in any way, I think we endanger the confidence 
of the investing public in the validity of accounting standards. 

Chairman Sarbanes. Well, who do you think should set the ac- 
counting standards? 

Mr. Wallison. An independent body, members of the accounting 
profession. How that is financed, I think can be worked out. 

Chairman Sarbanes. That is an important question. Do you 
think it should be financed in an automatic way? 

Mr. Wallison. Yes. 

Chairman Sarbanes. I do not know. You can think of different 
ways to do that, but where fees are levied and the people upon 
whom the fees are levied have no choice in the matter. They have 
to pay the fee, whether it is to be listed on an exchange, whether 
it is to be an accounting firm, whatever. 

Mr. Wallison. Yes. I think fees paid by the public companies, 
contributions by accounting firms. There could be a number of 
ways to provide for financing for this organization. But it has to be 
isolated, insulated insofar as possible, from politics. 

I should mention that I have done a little bit of work studying 
the Japanese economy. They have a terrible accounting system in 
Japan and it is one of the reasons why they have such serious 
banking and nonperforming loan problems. 
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They cannot even tell when a loan is nonperforming. And one of 
the reasons their accounting system is so bad is that accounting 
principles have been set by legislation in some cases. You cannot 
legislate truth. How accounts are presented must be a judgment 
made by experts. 

Chairman Sarbanes. Do you have a view on the super-majority 
requirement at the FASB in order to put forward, to promulgate 
standards? 

Mr. Litan. Not a strong view. I think the most important thing, 
as I said in my testimony, is that we get competition. IF FASB 
were truly competing with IAS, you would see it act more quickly, 
and actually, I think it would reduce political influence for the rea- 
sons I talked about, because the market would punish the standard 
that is perceived as a weaker standard. 

Chairman Sarbanes. I take it, then, what is your view down the 
road of moving to one international accounting standard and one 
international accounting standard board? 

Mr. Litan. Okay. My view is that it is Utopian. Now, I know, 
even with the best of leadership, that is, with Paul Volcker and 
David Tweedy, they may come up with the world’s best standard. 

But I think what is likely to happen is that because the inter- 
national standards, as you know, are heavily discretionary, and our 
system is much more rules-based, I predict what would happen if 
we ever got to IAS as the single standard for the United States, 
is that because it is so discretionary, there would very quickly be 
a demand within the United States to have interpretive rulings, 
whether by FASB or whatever other body the SEC is talking about, 
on what does the IAS mean by Rule No. 214 and 215, and so forth. 

I think what would happen is that the international standard 
would fragment. You would end up with the U.S. version of the 
international standard, conceivably a European version, and we 
would be right back to where we are now. So, I do not think it is 
a stable equilibrium. 

By the way, there are people who disagree with me. There are 
people in the accounting profession who think that in a world of 
one single standard, we will see the demise of FASB and we won’t 
get this fragmentation. But if we end up with that world, and only 
one single standard setter, all the problems you have with FASB 
being slow, not up with the times and so forth, seem to be multi- 
plied in spades at the international level. 

Just look at the Basel Committee that sets capital standards. 
They are now in their either third or fourth version of a revision 
of a standard that now is, what, 3 or 4 years old and it will prob- 
ably be another 3 or 4 years before they ever come out with one. 
That is what will happen if you go to an international standard. 

Chairman Sarbanes. Mr. Wallison. 

Mr. Wallison. It seems to me the most effective way for us to 
solve the problem of international accounting standards versus 
GAAP accounting is for the two systems to compete and compete 
in the same market. This would be a good market for them to com- 
pete in. 

I am very reluctant to have any set of standards set more or less 
bureaucratically for the entire world. The problem is that account- 
ing is used for a number of purposes, not just for investors. It is 
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also used for lenders and other people who interact with compa- 
nies. And what we have to have is a system that permits change. 

One of the ways you bring about change and innovation is 
through competition. 

So, I would like to see two different sets of accounting standards 
competing here in the United States. I think the likelihood is that 
neither will ultimately triumph and we will continue to have two, 
one of which serves one set of purposes and one serves the other. 

Mr. Litan. By the way, there was a paper yesterday presented 
at a conference at AEI by a Wharton professor, Christian Leoz, who 
basically showed that in the never market in Germany, they have 
had the choice now for a number of years, and it is roughly 50/50, 
and it is been stable for the last several years, where issuers basi- 
cally go right down the middle in terms of which they choose. And 
that is actually not a bad outcome. 

Mr. Wallison. Actually, the interesting thing about that, Mr. 
Chairman, if I could add to it, is that the bid asked spreads be- 
tween companies in that market are no different for those that 
have chosen GAAP as opposed to those who are using IAS. And 
that suggests that the disclosure that is provided by both is equiva- 
lent from the standpoint of investors. 

Chairman Sarbanes. Mr. Litan, I want to be sure that you 
would leave enforcement with the SEC. Is that right? 

Mr. Litan. You mean the oversight function? 

Chairman Sarbanes. Yes. 

Mr. Litan. I think that the enforcement function is inherently a 
governmental function. 

Now, I know we have the NASD and we have examples of self- 
regulatory agencies, but they are the exception rather than the 
rule. 

Chairman Sarbanes. Do you think that the NASD is a good 
exception? 

Mr. Litan. It improved after we prosecuted it when I was at the 
Justice Department. Collusion — and by the way, this is a big prob- 
lem in any private-sector solution because we have such a con- 
centrated industry. You go too far in a private direction and you 
have a collusion problem. But I think, ultimately, we are talking 
about enforcement. That is a Government function, it sounds like 
to me. Who was it? Dick Darman says, “If it walks like a duck, it 
is a duck.” This enforcement thing is a duck. It belongs to the SEC. 

Chairman Sarbanes. Do you have a view on that, Mr. Wallison? 

Mr. Wallison. Yes. I agree with the enforcement point. I also 
think that it is necessary that there be a separate organization 
that regulates the auditing function and sets rules for it. 

I think accountants and nonaccountants can be members. That 
is an area that is suitable for some separate regulation by a non- 
governmental or a quasi-governmental organization reporting, in 
that case, I think appropriately, to the SEC. 

Mr. Litan. And I agree with that. The rule setting is separate 
from the enforcement, and I think that is what we are both saying. 

Chairman Sarbanes. Well, you have been very helpful. It has 
been a long morning. We appreciate your patience in staying with 
us. I hope we can be back in touch with you to draw further on 
your expertise as we work through this problem. 



859 


Mr. Wallison. Thank you. 

Mr. Litan. Thank you. 

Chairman Sarbanes. Thank you. 

This hearing stands adjourned. 

[Whereupon, at 12:48 p.m., the hearing was adjourned.] 
[Prepared statements supplied for the record follow:] 
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PREPARED STATEMENT OF SENATOR DEBBIE STABENOW 

Thank you, Mr. Chairman. I am glad to be back for another hearing on this very 
important topic. 

Last week, I joined with Senators Dodd and Corzine at the introduction of the 
Investor Confidence in Public Accountability Act of 2002. I am proud to be an origi- 
nal co-sponsor of this bill because I think it offers some common sense solutions to 
the problems that we have discussed in the first six hearings on this topic and that 
we will continue to examine in this Committee up to the Spring recess. 

As this Committee has investigated investor protections and the accounting indus- 
try in light of Enron and other troubled companies, time and time again, we have 
heard about the need for an enhanced oversight mechanism for the auditing profes- 
sion. We have also heard about the potential for conflicts of interest when account- 
ing firms offer both auditing services and consulting services to the same companies. 
We have heard about the need for financial independence for an industry oversight 
board and we have heard about the need for financial independence for the Finan- 
cial Accounting Standards Board (FASB). 

In addition, I suspect there are few who would argue that the SEC has enough 
staff and enough money to do its job. And I think that all of us would agree that 
increased financial disclosures and additional information about stock sales by cor- 
porate leaders benefit American investors. 

These are the issues that I have teamed up with Senators Dodd and Corzine, as 
well as with Senators Johnson and Boxer to address in our bill. I look forward to 
working with them and to working with the Chairman. The Chairman has been a 
true leader in the Senate on this issue, holding the most thorough examination of 
the topic at hand. 

As I have said before, our hearings don’t necessarily make the headlines with sub- 
poenas sent to Ken Lay and Andrew Fastow, but the work we do here is what is 
going to make the biggest difference at the end of the day. We are going to move 
important comprehensive reforms that will ensure best practices are followed in the 
accounting industry, reforms that will better insulate oversight and standard setting 
boards from industry and political pressure, and most importantly of all, reforms 
that will give investors more thorough and accurate information about the financial 
health of companies so they can make better investment decisions. 

That is the task before us and I look forward to working with all of my colleagues 
on both sides of the aisle to enact this bill this year. 

Again, I thank the Chairman and I look forward to hearing from our witnesses. 


PREPARED STATEMENT OF JAMES G. CASTELLANO, CPA 

Chairman, Board of Directors 

American Institute of Certified Public Accountants (AICPA) 
Managing Partner, Rubin, Brown, Gornstein & Company, LLP 

March 14, 2002 

Thank you, Chairman Sarbanes, Ranking Member Gramm, and the other distin- 
guished Members of the Committee for permitting me to testify before you today on 
accounting and investor protection issues raised by the collapse of Enron and other 
public companies. I am Jim Castellano, Chairman of the Board of the American In- 
stitute of Certified Public Accountants. Enron and its aftermath have clearly shaken 
public confidence in the accounting profession, in the quality of financial reporting, 
and in the reliability of our system of public company disclosure. It has brought us 
to the cusp of an historically significant moment when the need emerges to give 
thoughtful and careful consideration to systemic reform. 

Commitment to Reform 

The AICPA is deeply committed to maintaining and to improving the quality and 
reliability of financial disclosures. The public demands nothing less. In order for our 
capital markets to function effectively and for our economy to allocate resources effi- 
ciently, it is essential that business enterprises report accurately and fairly to inves- 
tors and that investors perceive that they do so. Our economy needs both the fact 
and the appearance of credible financial reporting. To that end, our paramount con- 
cern is the restoration of public confidence in the quality of financial reporting and 
in the accounting profession. 

I am here to assure the Committee that the AICPA will support meaningful and 
appropriate reforms, and has been both an advocate and a catalyst for necessary 
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change throughout its history. We recognize the importance for elected leaders to 
act responsibly in order to do what they can to prevent a business failure on the 
scale of Enron from happening again. In doing so, however, rapid action should not 
be a substitute for principled reform. We believe the real value of any new public 
policy affecting our profession must be assessed by asking four basic questions: 

1. Will it help investors make informed investment decisions? 

2. Will it enhance audit quality and the quality of financial reporting? 

3. Will it help restore the confidence in the capital markets, our Nation’s financial 
reporting system, and the accounting profession? 

4. Will it be good for America’s financial markets and economic growth? 

Using these four criteria as benchmarks, the AICPA will work with the Com- 
mittee, the Congress, the SEC, and the FASB to continue to develop meaningful and 
appropriate reform. 

Context for the Accounting Profession 

Each year, many CPA’s who are employed by public companies prepare the finan- 
cial statements for the 17,000 companies that are registered with the SEC, and 
many CPA’s audit those financial statements. In cities big and small, CPA’s prepare 
and audit financial statements for tens of thousands of small, medium, and large 
companies to meet Federal, State, local, and other commercial requirements. The 
men and women preparing these filings and auditing these financial statements do 
so with the utmost integrity and fairness. Unfortunately, it is often the case that 
the significant role they play in the U.S. capital markets only gets recognized when 
a business fails. 

The AICPA and its members are committed to the goal of assuring that our mar- 
kets remain the best in the world. Our paramount concern is the restoration of pub- 
lic confidence in the quality of financial reporting and the accounting profession. To 
that end, we believe the public interest requires a comprehensive approach designed 
to foster improvements in the quality of audits, the reliability of financial disclosure, 
and the efficiency of our capital markets. 

Modernizing the Financial Reporting Model 

To keep pace with today’s fast moving economy, the system of financial reporting 
must be modernized. Economic change has outpaced the corresponding accounting 
for such change. Intellectual capital has become the greatest engine for corporate 
growth. Yet, accounting is still based on hard assets — physical plant and related 
items for producing goods. Even companies producing tangible goods have become 
highly dependent on intangible sources of revenues and competitive advantage. 
Knowledge work has become the key to corporate effectiveness. 

The accounting profession was first among those convinced that the accounting 
model needed to be modernized. From 1991-1994, a Special Committee of the 
AICPA studied the state of business reporting. 1 The Special Committee’s greatest 
achievement was its research on the needs of investors and creditors. The research 
showed that investors have many unmet informational needs. Figuratively speak- 
ing, because corporations seek capital from investors and creditors, investors and 
creditors are customers of the corporation’s sale of securities. Monetary exchanges 
do not take place without information and, the better the information about a pro- 
spective purchase, the better the purchaser’s chance to make a satisfactory pricing 
assessment. Putting the same point in terms of investors’ purchases of securities, 
the better the information investors have, the lower the risk of poor investment or 
credit decisions. 

In the broadest sense, if we are going to modernize the accounting model, we 
must focus on the following areas: 

• First, a broader “bandwidth” of information encompassed by the business report- 
ing model. 

• Second, different distribution channels, namely, the Internet. 

• Third, increased reporting frequency, with an ultimate goal of on-line, real-time 
reporting. 

To achieve these fundamental improvements to our system of investor informa- 
tion, the accounting profession needs the best and brightest minds with a variety 
of interdisciplinary skills. As you will hear from my fellow panelist we must be care- 
ful to avoid quick fixes that would deprive the profession of this talent. 


1 AICPA Special Committee on Financial Reporting, Improving Business Reporting — A Cus- 
tomer Focus , 1994. 
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Conclusion 

We will continue to work with the Committee, the Congress, and the regulators 
to develop meaningful and appropriate reforms. At the beginning of my remarks, 
I identified four basic questions that we suggest must be asked to assess any new 
public policy. In that vein, we all must consider whether any reform under consider- 
ation — while well-intentioned — will have unintended consequences that outweigh 
any benefits it may bring to the system. 

We look forward to participating in this healthy debate in the days and weeks 
ahead. 


PREPARED STATEMENT OF JAMES E. COPELAND, JR., CPA 

Chief Executive Officer, Deloitte & Touche, LLP 

March 14, 2002 

I am the Chief Executive Officer of Deloitte & Touche, LLP, one of the five largest 
accounting firms in the country. I am appearing here today not only in that capac- 
ity, but also on behalf of the American Institute of Certified Public Accountants 
(AlCPA). I am a member of the AICPA, as are many of Deloitte & Touche’s partners 
and professionals, and Deloitte is proud to be a member of the AICPA’s SEC Prac- 
tice Section. 

We at Deloitte have the same perspective as our colleagues in the profession and 
the AICPA with respect to the many proposals currently under consideration, and 
so my remarks today are intended to provide the Committee with the perspective 
of large firms and the AICPA, not simply Deloitte. 

In the wake of Enron’s collapse, public attention has focused on ways to improve 
the effectiveness and independence of financial statement audits of public compa- 
nies. That attention is welcome. America has the most secure and reliable capital 
markets of any nation — an achievement that should not be ignored — and we should 
continue to try to strengthen a system that serves as a model for the world. 

But the current situation presents danger as well as opportunity. The danger is 
this: In the rush to enact reforms in response to perceived flaws in the system, we 
risk losing sight of the fact that the proposed reforms come with consequences — in- 
tended and unintended — some of which will diminish the stability and certainty 
that characterize our markets and that permit them to be the engines of economic 
growth. That is why we must think through the consequences of the proposals cur- 
rently under consideration before implementing sweeping changes. 

SEC Chairman Harvey Pitt has proposed the creation of a new regulatory orga- 
nization, under the SEC’s oversight. The new organization would be dominated by 
individuals from outside the accounting profession and would be empowered to con- 
duct disciplinary investigations and operate the program that ensures the quality 
control of firms that conduct audits of public companies. This regulatory model 
would effectively replace the profession’s system of self-regulation in these areas 
with public regulation and should be fully explored. 

We believe the time is right to create new systems for performing quality reviews 
of the practices of public company auditors and for disciplining those auditors. Ac- 
cordingly, we support moving from a system of self-regulation to one of public regu- 
lation for these important processes. We further believe that these processes should 
be subject to SEC oversight. 

Other proposals would effectively remove auditors from the audit standard setting 
process and burden the new regulatory organization with standard setting. Such a 
change would be a mistake. Audit standards should be set by professionals who un- 
derstand auditing, not by lay people who have no practical experience in auditing. 

I would like to say a few words about several specific proposals that many regard 
as quick fixes to the problems they perceive with the profession. 

One proposal currently being debated is the periodic rotation of audit firms. The 
AICPA already requires that the lead audit partner on every public company finan- 
cial statement audit be rotated at least once every 7 years, 1 an approach that en- 
sures a fresh look at a company’s books at regular intervals. But requiring the rota- 
tion of entire firms is a prescription for audit failure. Rotation of audit firms would 
result in the destruction of vast stores of institutional knowledge and guarantee 
that auditors would be climbing a steep learning curve on a regular basis. It would 


iThis requirement does not apply to firms that have less than five SEC audit clients and less 
than 10 partners because the benefit of the rotation is greater for larger firms auditing large 
companies. 
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result in increased “start-up” costs for the auditor, the company being audited, and 
the public, as every few years an entirely new group of auditors would have to be 
educated and brought up to speed on the intricacies, and legitimate accounting 
issues, presented by a given company’s operation. 

And it would expose the public to a greater and more frequent risk of audit failure 
since studies show that audit failures are more likely to occur during the initial 
years a firm is auditing a new client. In fact, at least one study has identified a 
link between financial fraud and a change in auditors . 2 

Many groups have studied this very issue and concluded that audit firm rotation 
is a bad idea. The Commission on Auditors’ Responsibilities, the SEC’s Office of the 
Chief Accountant, the Public Oversight Board, the General Accounting Office, and 
the Committee on Sponsoring Organizations of the Treadway Commission have all 
determined that the costs of mandated firm rotation would exceed any of the pos- 
sible benefits . 3 

Limiting an auditor’s ability to become familiar with the client’s business would 
also make it easier for reckless management to mislead the auditor. Regardless of 
how independent an auditor is, the likelihood of fraud will increase if the auditor 
lacks institutional knowledge and must, therefore, place undue reliance on the 
client’s guidance and representations. Mandating audit firm rotation will also make 
it easier for companies to disguise opinion shopping by enabling companies to por- 
tray a voluntary change in auditors as obligatory. 

The Enron case illustrates the type of complex financial structures that auditors 
often confront. It would, therefore, be ironic were Enron used to justify any pro- 
posal, including audit firm rotation, that would result in auditors being less in- 
formed, less educated about the client’s business and operations, and less equipped 
to conduct a thorough audit. Particularly in today’s complex business environment, 
depth of knowledge is essential to performing an effective audit and making sound 
judgment calls regarding difficult accounting and reporting issues. Despite the su- 
perficial appeal of the idea, audit firm rotation likely would result in an increased 
number of audit failures. 

A related proposal involves a ban on the so-called “revolving door” — situations in 
which an auditor goes to work for an audit client. The SEC and the Independence 
Standards Board considered the wisdom of imposing a “cooling off” period before an 
auditor could accept employment with a former client. Both concluded that such a 
rule would impose unwarranted costs on the public interest, on public companies, 
and on the profession. Indeed, limiting the career opportunities of accountants 
would make the profession less attractive and make it more difficult for firms to 
hire qualified people. Studies have shown and our experience is that existing safe- 
guards, including the mandatory rotation of audit partners as well as the additional 
procedures that are put in place when a member of an audit team joins a client, 
are effective in addressing so-called “revolving door” situations . 4 


2 See Committee of Sponsoring Organizations of the Treadway Commission, Fraudulent Finan- 
cial Reporting: 1987-1997: An Analysis ofU.S. Public Companies (March 1999). 

3 See The Commission on Auditor’s Responsibility, Report, Conclusions, and Recommendations 
(AICPA 1978) at 108-09 (finding that the costs of mandatory audit firm rotation exceeds the 
benefits and suggesting that many of the benefits of audit firm rotation can be achieved through 
firm personnel rotation); SEC Office of Chief Accountant, Staff Report on Auditor Independence 
(March 1994) (indicating that a periodic change in engagement partners responsible for audits 
provides a good opportunity to bring “a fresh viewpoint to the audit without creating the sig- 
nificant costs and risks associated with changing accounting firms”); Strengthening the Pro- 
fessionalism of the Independent Auditor, Pubic Oversight Board Advisory Panel on Auditor 
Independence (1994) (agreeing with the Cohen Commission’s findings concluding that rules 
mandating audit firm rotation are impractical from a cost/benefit perspective); Committee of 
Sponsoring Organizations of the Treadway Commission, Fraudulent Financial Reporting: 1987- 
1997: An Analysis of U.S. Public Companies (March 1999). It has been noted that countries that 
have legislated rotating audit firms, such as Spain, Greece, and Canada, have generally re- 
turned to a traditional market system, whereby companies are free to maintain or change audit 
firms as they see fit. 

4 Current guidance on employment relationships requires, among other things, that the former 
practitioner cannot influence the firm’s operations or financial policies; have a capital balance 
in the firm; or have a financial arrangement, other than one providing for regular payment of 
a fixed dollar amount, which is not dependent on the revenues, profits, or earnings of the firm. 
In addition: When an auditor is considering employment or approached by the client regarding 
employment, he or she must be removed from the audit engagement; if an auditor accepts em- 
ployment, the firm needs to review the work of that auditor to assess whether the appropriate 
skepticism was exercised; if an auditor accepts employment, a determination needs to be made 
as to whether the audit plan should be revised to eliminate the risk of circumvention; in situa- 
tions where a former practitioner joins the client and will have significant interaction with the 
audit team, the firm needs to take appropriate steps to ensure that the audit team has the stat- 

Continued 
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Another proposal currently being debated involves placing increased limitations 
on the scope of services that firms may provide to their audit clients. Just last 
month, my firm announced that we will further separate our management con- 
sulting practice — a step we took reluctantly, but one we deemed necessary to ad- 
dress the market’s concerns about the perception of auditor independence and help 
restore investor confidence in the profession. All of the other Big 5 firms, in one way 
or another, have taken a similar approach. But this is our model and it may not 
be right for other firms. 

Further limiting the scope of services firms may provide to their audit clients is 
a bad idea. It is a bad idea because it will not make an audit team any more inde- 
pendent, but it will make the team less competent. 

In conducting an audit of the financial statements of a company, you obviously 
need good accountants and auditors, but you also need technical experts. For exam- 
ple, in auditing the financial statements of a company like Enron, you would need 
experts in market trading controls and information technology. An audit team that 
does not bring with it the technical knowledge and skills necessary to understand 
the company’s business will not be able to perform a competent audit. 

Why would additional limitations on the scope of services make it more difficult 
to bring specialists into the auditing process? Because these experts are not audi- 
tors. They do not devote their careers to audit support work. If we asked them to 
abandon their consulting work and do nothing but audit support work, we would 
not be able to retain them. The best and the brightest seek positions that will allow 
them to develop their expertise, to learn, to work on cutting-edge issues, and few 
will choose to remain in jobs that offer limited opportunities and seriously restrict 
their professional development and employment options. 

We do not believe that scope-of-services restrictions would have prevented Enron 
and will not prevent the next business failure. In fact, several recent studies have 
demonstrated that there is no correlation between the provision of nonaudit services 
and audit failures. In not one of the audits considered by the POB’s Panel on Audit 
Effectiveness did the Panel identify any instances in which nonaudit services had 
a negative effect on audit effectiveness. 5 To the contrary, the Panel’s reviewers con- 
cluded that in about one-quarter of the audits studied, those services “had a positive 
impact on the effectiveness of the audit.” As to the remainder, “the reviewers either 
were neutral regarding the effects of nonaudit services on audit effectiveness or con- 
cluded that the services had no impact on audit effectiveness.” Investigators at the 
University of Southern California and Texas A&M International University, in their 
study, concluded that concerns that nonaudit services impair auditor independence 
are unfounded. 

The current search for fixes, for ways to prevent another Enron, is fitting and 
proper. The failures of American businesses often teach as much as their successes. 
We should learn from what has happened and make changes that provide meaning- 
ful opportunity for improving the quality of audits. 

Thank you very much. 


ure and objectivity to effectively deal with the person and his/her work; and if the auditor joins 
the client within 1 year of disassociating from the firm, the audit must be reviewed separately 
by a professional who previously was not involved in the audit in order to make sure the audit 
team exercised the appropriate skepticism. 

5 See The Panel on Audit Effectiveness, Report and Recommendations, at 113 {August 2000). 
The Panel on Audit Effectiveness consisted of eight members appointed by the Public Oversight 
Board in October 1998 at the request of SEC Chairman Arthur Levitt. The Panel was charged 
with evaluating the performance of public company financial statement audits and assessing 
whether recent trends in audit practices served the public interest. 
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Chairman, Executive Committee 
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Senior Audit Director, Postlethwaite & Netterville, A.P.A.C 

March 14, 2002 

In my role as Chair of POPS, and as a partner in a local CPA firm, I am here 
today to represent the opinions of small firms located in towns and cities all across 
the United States. I have two main topics I would like to discuss with you: (1) how 
restricting the performance of nonaudit services would adversely impact small busi- 
ness owners and our ability to meet their very diverse needs and (2) how any new 
legislation that would affect the accounting profession must take into account the 
need for small accounting firms to recruit new talent. 

My firm performs over 150 financial statements audits of which only three compa- 
nies are public registrants. However, the majority of our PCPS members do not 
audit public companies. Still, we believe any legislation that imposes new scope-of- 
service limitations on auditors will have unintended consequences that adversely 
affect small CPA firms, the small businesses we serve, and ultimately the public. 

History shows that new legislation by Congress is highly likely to become the 
“template” for parallel legislative or rule changes at the Federal and State levels 
that would directly affect small CPA firms and the small business clients we serve. 
In particular, as auditors who provide services to small businesses, we are often 
subject to rules established by State accountancy boards, the U.S. Department of 
Labor, the General Accounting Office, and State and Federal bank regulators. These 
bodies traditionally follow the lead set by Congress and the SEC in adopting new 
laws or regulations for auditors of public companies. 

Indeed, after the SEC issued new rules on auditor independence in late 2000, the 
GAO followed suit with its independence standards earlier this year. The GAO re- 
quirements not only duplicate, but in some cases exceed, the new SEC restrictions 
on nonaudit services. I have brought with me, and will submit to the Committee, 
a letter we received from one of our small CPA firm members, a sole practitioner 
located in Denton, Maryland, a small rural community on the Eastern Shore. In his 
letter, this CPA explains that, as a result of the new GAO restrictions, firms such 
as his that audit clients subject to GAO regulations are required to assign separate 
personnel to perform nonaudit work, such as the preparation of income tax returns. 
Of course, as a sole practitioner, he has no “other personnel” to assign. He explains 
that the practical result is that he will either have to give up his solo practice and 
associate with a larger firm, or tell his GAO clients that they will now need to hire 
a second firm to perform either their audit or tax work — an alternative that, for 
many such clients, is not economically feasible nor justifiable. 

Small businesses have long depended on small accounting firms to provide much 
more than auditing services. The CPA serves as the “trusted advisor” of the small 
business owner. For example, a CPA firm will often assist a small business as it 
is just starting out, providing guidance on setting up its record-keeping systems, 
providing tax and estate planning and making suggestions to help make its business 
more successful. The CPA also helps the business as it grows. I have one client that 
had decided to expand its business by adding another location in the local area. 
After asking questions concerning its projected increase in sales, changes in gross 
margin, and expected competition, as well as the impact on its financial statements, 
I helped the client develop a financial model to address these issues. The bottom 
line was that the company decided that, if it went forward with its plans, it would 
risk the very financial stability it had taken decades to build. This is just one exam- 
ple that displays the important role CPA’s play in providing small businesses with 
information necessary for them to maintain their financial strength. 

As I am sure you will agree, successful small businesses are a cornerstone of Main 
Street America. It is likely that, in many cases, if the CPA does not have the ability 
to act as the “trusted advisor” to his or her clients, many small businesses will sim- 
ply not seek the input of other third-party professionals. It is vital, both for the 
small business person and for the survival of many thousands of small accounting 
firms, that current laws not be changed in a manner that is insensitive to these 
concerns. 

My second concern is the effect new legislation might have on the ability of our 
profession to retain personnel and attract new entrants into the profession. This is 
already an area of great concern for firms of all sizes, and research undertaken by 
the profession has uncovered alarming trends. 
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Specifically, studies completed by my committee confirm that we are experiencing 
significant difficulty attracting students into accounting programs and the profes- 
sion. For example: 

• The number of accounting graduates in the United States has decreased from 

60.000 to 45,000 from 1995 to 2000. 

• The number of students enrolled in accounting programs has declined from 

192.000 to 143,000 from 1995 to 2000. 

• The number of candidates sitting for the CPA exam has declined by 33 percent 
from 1990 to 2001. 

Our surveys show that the major reason fewer qualified students are studying ac- 
counting is because the profession is perceived as narrow and focused too much on 
historical “numbers,” whereas other business careers are seen as much more re- 
warding and exciting. It is critical that we change this perception and continue to 
attract young, bright minds to the accounting profession. Any of our current efforts 
to recruit students to the CPA profession could be severely undercut by any reforms 
that restrict the services small audit firms perform for their clients. 

There is much to do post-Enron to restore confidence in Corporate America and 
the accounting profession. As you have heard from my colleagues, the AICPA and 
its members, large and small, fully support many important reforms. As Congress 
considers these issues, however, I urge you to consider the unintended consequences 
of short-term legislative solutions in your effort to respond to the Enron business 
failure. 


PREPARED STATEMENT OF OLIVIA F. KIRTLEY, CPA 

Former Chairman, Board of Directors, AICPA (1998-1999) 

Retired Vice President and Chief Financial Officer 
Vermont American Corporation 

March 14, 2002 

My name is Olivia Kirtley. I am a Board Member and Chair the Audit Commit- 
tees for three publicly-traded companies, including ResCare, Inc. and Alderwoods 
Group, both Nasdaq companies, and Lancer Corporation, which is listed on the 
American Stock Exchange. I am also recently retired as the Chief Financial Officer 
of Vermont American Corporation in Louisville, Kentucky and past Chair of the 
Board of the AICPA. My remarks today will focus primarily on matters of corporate 
governance. However, I want to begin by discussing the importance of advice re- 
ceived from external auditors based on my experience as a CFO and an audit com- 
mittee member. 

There are a number of areas outside the scope of the financial statement audit 
in which a company’s independent CPA is in the best position to offer advice, which 
presents no conflict to the auditor’s role. This advice benefits the company and its 
shareholders rather than compromising the integrity of the audit. In addition, a ban 
on the use of services of this nature can significantly inhibit small and mid-size 
growth companies that may not have this expertise in house. Banning auditors from 
performing nonaudit services for their audit clients will also have a negative impact 
on the larger economy. Costs will rise when businesses are required to contract and 
train multiple providers of services most efficiently provided by one firm. Efficiency 
will suffer as current practices are altered to adhere to new mandates and compa- 
nies are prohibited from contracting with providers of their choice. Business deci- 
sions will suffer from the loss of expertise now provided by the auditor’s deep knowl- 
edge of the businesses they audit. 

Executive Compensation 

With a significant amount of many executives’ personal wealth that are based on 
short-term financial targets, the potential exists for some to sacrifice a company’s 
long-term health and well-being for short-term gains. We believe two items in this 
area are worthy of further consideration: (1) requiring the disgorgement of executive 
bonuses paid on the basis of grossly inaccurate financial statements, a concept for 
which the President has expressed support, and (2) encouraging the compensation 
committee of the board to review the incentives driving executive compensation for 
balance between short- and long-term financial and nonfinancial goals. 
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Audit Committees 

Audit Committee Composition 

We all know that the work of audit committees has become more difficult and de- 
manding, and it certainly is under more public scrutiny. Moreover, the expanding 
complexity of issues that audit committees are called upon to address has caused 
the board to place greater reliance on the audit committee with respect to technical 
accounting, reporting and auditing oversight. In recent years, audit committees have 
been the subject of much study and attention; just 2 years ago, new rules were 
issued by the SEC and the stock exchanges addressing the independence and experi- 
ence of audit committee members. 

A primary focus has been the financial acumen of audit committee members. In 
this regard, the Blue Ribbon Committee on the Effectiveness of Corporate Audit Com- 
mittees (Blue Ribbon Committee) recommended that corporate audit committee 
members be financially literate but only one member must have accounting or re- 
lated financial sophistication or expertise. But what is “financial literacy”? Pres- 
ently, the definition is nebulous, at best, with two different market regulators adopt- 
ing different, yet vague, definitions that may not be sufficient to meet shareholders’ 
increasing expectations. 1 

Although it is not currently required, we recommend that the listing authorities 
consider requiring the majority of audit committee members to have accounting or 
related financial sophistication or expertise, in order to minimize the reliance on one 
committee member. If a member lacks sufficient expertise, he or she may not under- 
stand the issues, know the questions to ask, or have a basis for considering the ade- 
quacy of the response provided. In light of the increasing complexity of the tasks, 
we also believe that consideration should be given to requiring at least one CPA 
with appropriate technical or industry expertise to serve on the audit committee 
and, if this is not possible, then audit committees should be encouraged to seek out- 
side assistance or input on a regular basis from someone other than the auditor or 
management. 

Audit committee work, like public accounting work, requires significant judgment. 
It is not an exact science. Accounting and financial sophistication or expertise will 
not guarantee that mistakes in judgment will never be made, but it certainly should 
mitigate the risks. 

Communications with the Audit Committees 

The Blue Ribbon Committee also cited a need for improved and more frequent 
communication between audit committees and the independent auditors that would 
cover such important areas as estimates and judgments, internal controls, signifi- 
cant risks, the clarity of the company’s disclosures and the degree of aggressiveness 
or conservatism of the company’s accounting principles. In addition, the Panel 
strongly supported more proactive audit committees and a stronger relationship be- 
tween the board (and their audit committees) and the independent auditors. In re- 
sponse to these recommendations, new auditing standards and revisions to audit 
committee charters have created a framework for such enhanced communications to 
occur on a regular basis. 

Another reform that would further strengthen the effectiveness of the audit com- 
mittee, however, would be to require audit committees to hold separate executive 
sessions, on a periodic basis, with financial management, independent auditors, and 
internal auditors. The use of executive sessions as a fact-finding tool is indispen- 
sable, providing an environment where: (1) committee members are able to probe 
more deeply to assure they are fully informed regarding risks, issues, and judg- 
ments, and (2) participants are given the opportunity to confidentially voice con- 
cerns they might not otherwise express. 

Quarterly Financial Reviews by Audit Committees 

Current standards place significant emphasis on the annual audit, but what about 
the rest of the year? Generally, a quarterly review is required to be performed by 
the independent auditor, and the market regulators recently implemented a require- 


1 The Nasdaq’s definition is as follows: “All directors must be able to read and understand fun- 
damental financial statements, including a company’s balance sheet, income statement, and 
cash flow statement. At least one director must have past employment experience in finance or 
accounting, requisite professional certifications in accounting, or other comparable experience or 
background, including a current or past position as a chief executive or financial officer or other 
senior officer with financial oversight responsibilities.” The NYSE’s definition is as follows: “The 
Board of Directors has determined that each audit committee member is financially literate, or 
will become so in a reasonable period of time, as such qualification is interpreted in the Board’s 
business judgment.” 
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ment that the review results be discussed with the audit committee, or at least the 
chair of the committee, prior to the release of earnings. Much like the haziness of 
the “financial literacy” requirement, however, these limited interim review require- 
ments are not universally understood by Board members, audit committee members 
or investors. 

Unlike the detailed work of an annual audit, a quarterly review primarily in- 
volves auditor inquiries of officers and others involved in the company’s financial 
reporting function, a “high-level” review of significant transactions, and some ana- 
lytical procedures. It is not an audit. One must ask if this is sufficient to meet the 
needs of investors in the fast-paced, ever-changing business environment in which 
companies operate, with numerous transactions and decisions occurring throughout 
each quarter. The requirements of quarterly reviews should be reviewed for suffi- 
ciency in meeting the need of investors for information on an ongoing basis. 

Audit Committee Interaction with the Internal Audit Function 

Increasing attention is being given by audit committees to the benefit and value 
that internal auditors can provide. Given the role internal audit departments play 
within a company, and their exposure to the many financial and nonfinancial areas 
in the company, we believe that internal auditors should have a direct reporting re- 
sponsibility to the audit committee, and provide independent communications with 
the audit committee. If an internal audit function is in place, senior management 
should not be able to terminate the head of an internal audit department without 
audit committee approval. 

Recent Audit Committee Rulemaking 

It is critical to note that significant audit committee rules and regulations have 
taken effect over the last 2 years as the result of the Blue Ribbon Committee’s 
recommendations. During that time period, the SEC and stock exchanges have im- 
plemented other measures including requiring formal audit committee charters and 
requiring audit committees to be composed of all members meeting the financial 
literacy requirements. These new requirements must be given time to work. 
In my experience, I have seen significant improvements in the effectiveness of audit 
committees since the new requirements have been implemented. Although we have 
outlined several suggestions for audit committee reform, we must resist the tempta- 
tion to layer on too many additional rules for audit committees and the corporate 
governance process before allowing recent audit committee requirements to have an 
impact. 

Thank you for the opportunity to appear before this Committee. 


PREPARED STATEME N T OF JAMES S. GERSON, CPA 

Chairman, Auditing Standards Board, AICPA 
Partner, PricewaterhouseCoopers, LLP 
March 14, 2002 

My name is Jim Gerson, Chair of the AICPA’s Auditing Standards Board. I am 
also a partner with PricewaterhouseCoopers. My objectives today are to briefly 
describe the auditing standards board, the role of the independent auditor and to 
highlight some significant changes in auditing standards that have just recently 
occurred, or will take effect shortly. 

The Auditing Standards Board 

The Auditing Standards Board is a senior committee of the AICPA authorized to 
set authoritative auditing standards commonly referred to as Generally Accepted 
Auditing Standards. Our committee is made up of 15 members, appointed to achieve 
an appropriate representation among CPA firms, as well as the public. At present 
two of the 15 seats are reserved for public members, currently filled by an academi- 
cian and a Government auditor. We hold regular meetings that are open to the pub- 
lic and attended by the SEC, the POB, and other constituents. 

Role of the Auditor 

Let me focus briefly on the role of the independent auditor in the financial report- 
ing process. The objective of a financial statement audit is to provide assurance as 
to the credibility of management’s financial statements. An audit consists of a series 
of test procedures, such as examining inventories, confirming accounts receivable 
and obtaining an understanding of a company’s system of internal controls. Such 
tests are designed to gather evidence to enable the auditor to express an opinion 
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as to whether a company’s financial statements are presented fairly, in all material 
respects, in accordance with Generally Accepted Accounting Principles. 

The auditor’s conclusions are reflected in the auditor’s report. The report may no- 
tify financial statement readers about material departures from GAAP, changes in 
accounting principles, or a variety of other matters. The intended goal of financial 
statements accompanied by an auditor’s report is to provide information that is reli- 
able and useful to investors, creditors, and other constituencies. 

One question we are often asked is: “What is the auditor’s responsibility to detect 
fraud?” Let me assure this Committee that, as auditors, we recognize our responsi- 
bility to plan and perform every audit to obtain reasonable assurance, within the 
limitations inherent in the nature of an audit, as to whether the financial state- 
ments are free of material misstatements, whether caused by fraud or unintentional 
errors. Even a properly designed and executed audit, however, cannot provide a 100 
percent guarantee that a material fraud will be detected. We are working hard to 
continually improve both auditor performance and our fraud guidance. 

Recent Initiatives 

Let me briefly outline a few of our initiatives, many of which predate the issues 
surrounding Enron. First, we issued an exposure draft last month of a proposed 
standard entitled Consideration of Fraud in a Financial Statement Audit. This 
proposal supercedes prior guidance and will substantially enhance the ability of 
auditors to detect material misstatements arising from fraud. A major change in 
this new standard is the addition of required procedures that respond to the POB 
Panel’s call for a forensic phase. Specifically, it responds to what they call a forensic 
phase by requiring, as part of every audit of an SEC registrant, even when fraud 
is not suspected: 

• Discussions among engagement team members as to how and to where fraud 

could occur. 

• A requirement to perform certain substantive audit procedures to test for the in- 
tentional override of internal controls by management. 

• A continual evaluation of fraud risks throughout the audit, as well as at or near 

the end of the audit process. 

I will very briefly outline some initiatives in other areas. 

Last year, we formed a task force that is working to improve the auditor’s risk 
assessment process. Through a more robust risk assessment process, auditors will 
be able to better understand where material errors are most likely to occur in the 
financial statements, and what auditing procedures are best suited to respond to 
those errors detected. 

We have undertaken a project to create a new standard on auditing “fair value” 
that we intend to expose for comment this spring. We previously issued detailed 
standards on auditing derivatives and similar financial instruments. Additionally, 
we are in the process of updating and improving our related audit guide and will 
be adding a new chapter that will provide guidance on auditing energy and other 
commodity contracts. 

In December 2001, in response to recent events and in time for this year’s audits, 
we issued an auditor’s “toolkit” to serve as a valuable reference guide when dealing 
with the complex topic of the potential abuse of related-party transactions. Through 
this toolkit, we are advising auditors to evaluate the possibility that related-party 
transactions may be motivated by a desire to improve reported earnings or by fraud. 

In response to growing demands for more timely reporting, we have actively par- 
ticipated in developing continuous auditing or assurance methodologies. This con- 
cept involves reporting on shorter time frames and can relate to either reporting on 
the effectiveness of a system that produces data or reporting more frequently on the 
data itself. We believe that the technologies, if not the tools, required to provide con- 
tinuous assurance services are, for the most part, currently available. Their actual 
implementation will evolve, as the concept of more frequent reporting gains addi- 
tional support and appropriate, specialized software tools emerge. 

Conclusion 

Investors depend on auditors to communicate the reasonableness of the company’s 
financial information and to provide confidence in the numbers. When an investor 
reviews a company’s financial statements, an independent audit should provide the 
investor with confidence that the company is playing by the rules. 

As a profession, we know that we can and must do a better job. I believe the en- 
tire auditing community would agree with me when I say that we are deeply con- 
cerned about recent events that have shaken the public’s confidence in the financial 
reporting process. We are committed to continually improving auditing standards 
and the guidance we provide to auditors, so that investors and others who rely on 
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an auditor’s report can place full confidence in the audit process and the members 
of the profession who perform this valuable service. 


PREPARED STATEMENT OF ROBERT E. LITAN 1 

Vice President and Director, Economic Studies Program 
The Brookings Institution 

March 14, 2002 

Thank you, Mr. Chairman, for inviting me to appear today to discuss accounting 
and disclosure issues in the wake of the Enron failure. 2 

I come to you with a somewhat different background than many of those who 
have appeared before you so far — not as a professional accountant or securities reg- 
ulator, but as an individual who has spent most of his career in a policy research 
setting and in Government working on a variety of issues, some of which have 
touched on Enron-related questions. In particular, much of my research has focused 
on the financial services industry, while in my years in Government, I have helped 
enforce the Nation’s antitrust laws and overseen or worked with the budgets with 
a number of Federal agencies, including the SEC. Of perhaps greater relevance to 
the current hearing, I have co-authored a book with my colleague from AEI here 
today, Peter Wallison, on what we believe to be some of the cutting-edge issues in 
accounting and disclosure, 3 and am in the process of co-authoring another book on 
disclosure policy in a world of increasingly global capital markets. I hope through 
these various experiences and endeavors I can provide the Committee with some 
fresh insight into the challenges it and the entire Congress now confront. 

Overview 

The Enron failure poses some of the toughest policy challenges of any financial 
collapse in recent memory. The current situation is not comparable to the savings 
and loan or the banking disasters of the 1980’s, which were nearly a decade in the 
making before Congress finally took action. By comparison, the disclosure problems 
that have surfaced in Enron have been apparent only over the past several years, 
especially the growing numbers of earnings restatements and the rising concern 
about “earnings management” expressed by the SEC and others. More importantly, 
whereas in the S&L and banking cases there were clear “solutions” on the “policy 
shelf,” as it were, for Congress to implement (notably, the system of prompt correc- 
tive action for enforcing capital standards), only some ideas are on the shelf this 
time and there appears to be only a limited consensus on which ones ought to be 
adopted. 4 

This should not be alarming because improving the disclosure system is a com- 
plicated subject with few absolutely clear answers. As Paul Volcker pointed out in 
his testimony before this Committee on February 14, the growing complexities of 
business — reflected in a dizzying array of new financial instruments and corporate 
organizations — pose increasingly difficult challenges for any system of disclosure. 
The fact is that for many kinds of transactions, there are no single “right” answers, 


1 Robert E. Litan is Vice President and Director of the Economic Studies Program and Cabot 
Family Chair in Economics at the Brookings Institution. He is also the Co-Director of the AEI- 
Brookings Joint Center on Regulatory Studies; Co-Chairman of the Shadow Financial Reg- 
ulatory Committee; and Co-Editor of the Brookings-Wharton Papers on Financial Services. He 
formerly served as Associate Director of the Office of Management and Budget (1995-1996), 
Deputy Assistant Attorney General, Antitrust Division, Department of Justice (1993—1995) and 
as a consultant to the Treasury Department (1996-1997, 1999-2000). In the early 1990’s, Dr. 
Litan was a Member of the Commission on the Causes of the Savings and Loan Crisis. The 
views he expresses here are his own and not necessarily those of the Brookings Institution, its 
trustees, officers, or staff, or those of the individuals with whom he is currently working on the 
study of disclosure mentioned in the text. 

2 The Enron failure raises numerous other public policy issues, including those relating to pen- 
sions (401(k) plans in particular), corporate governance, derivatives disclosures, which Congress, 
the Administration, and the regulatory agencies will be addressing this year and possibly be- 
yond. I am confining my remarks here, however, to the issues itemized in the invitation letter 
from Chairman Sarbanes: “financial reporting by public companies, accounting standards, and 
oversight of the accounting profession.” 

3 The GAAP Gap: Corporate Disclosure in an Internet Age (AEI-Brookings Joint Center for 
Regulatory Studies, 2000). 

4 Similarly, during the Depression, Congress and the Roosevelt Administration took some 
ideas that had long been on the policy shelf and adopted them into law, notably deposit insur- 
ance and the Glass-Steagall Act’s separation of commercial and investment banking (although 
2 years later, Senator Glass expressed regret about its passage). 
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which helps explain why the Financial Accounting Standards Board often takes so 
long before setting new standards or refining earlier ones (and why International 
Accounting Standards instead are framed in a more generic fashion, allowing ac- 
countants more discretion in deciding how to account for various transactions than 
is the case under Generally Accepted Accounting Principles in this country). 

The same is true for improvements to the system for overseeing auditing, or what 
I would call the “enforcement problem.” There is a compelling case for replacing or 
at least supplementing the current system of State supervision and self-regulation 
of auditors, as this Committee already has heard from previous witnesses. But there 
are arguments for and against each of the possible reform measures, as I will ex- 
plain shortly. 

Meanwhile, Congress should be mindful that markets and regulators have already 
engaged in a lot of “self-correction” in the wake of the Enron affair and of the facts 
that this Committee and others have helped to uncover and publicize. Based on pop- 
ular press accounts and conversations with knowledgeable observers, my impression 
is that a number of companies (including America’s largest in terms of market cap- 
italization, General Electric) already have delivered more disclosure; corporate 
boards, and their audit committees in particular, are paying closer attention to ac- 
counting issues and the choice of auditors; accounting firms have tightened up on 
their audits; financial analysts and credit rating agencies, chastened by their past 
performance, have become more discriminating; and the SEC is apparently doing 
the best it can with its limited resources to scrutinize corporate financial statements 
for possible problems. 

So what should Congress do at this point? This Committee and others are taking 
the right approach by first gathering facts and views from the experts. But you will 
inevitably find that at least so far there are many conflicting views. You should also 
be wary of all those who profess to know for certain about what reforms are most 
appropriate. The fact is that we — the Congress, the Administration, the experts, the 
investors, and the wider public — are all in the process of trying to figure out the 
best response. I am no exception in this regard: My own thinking continues to 
evolve as I gain more facts and learn of additional policy suggestions, and I ask you 
to bear that in mind as you hear the remainder of my testimony. 

Accordingly, my best advice at least on the disclosure-related issues, is that if 
Congress enacts legislation (rather than leaving the reform job solely to the SEC), 
it do so in a broad fashion allowing for significant flexibility. It can do this with 
broad, general instructions to the SEC, but leave the details to the Commission. 
Flexibility is important in this area precisely because it is complex, the answers to 
current problems are not obvious and often contentious, and the problems them- 
selves may appear differently several months from now or even next year, than they 
do now. 

In the remainder of my testimony, I distinguish between issues relating to ac- 
counting standards, enforcement issues, one issue relating to the fate of the account- 
ing industry post-Enron (possibly even greater concentration), and a set of cutting- 
edge disclosure issues that should be addressed at some point. Along the way I will 
briefly discuss certain of the Administration’s proposals, as well as some of the 
reforms that I do not believe would solve any problems, or that conceivably might 
entail more costs than benefits. 

Accounting Standards 

The major immediate accounting problem exposed by Enron’s failure was the 
weak consolidation rule prescribed for highly leveraged “special purpose entities” 
(SPE’s). As this Committee and others in Congress have heard, Enron failed in part 
because of losses arising out of the many SPE’s that it had created. 

In brief, the rule for some time has been that sponsors of an SPE need not consoli- 
date it so long as outside investors contribute a majority of its capital and that in- 
vestment constitutes at least 3 percent of the SPE’s assets. Putting aside the SPE’s 
where Enron appears to have misled its auditor, Anderson, about the amount of out- 
side investment (thus wrongfully avoiding consolidation), it is now clear that the 3 
percent test was much too weak. FASB has since raised the 3 percent of assets 
threshold to 10 percent, clearly a move in the right direction. 

The more difficult, larger issue relates to FASB’s standard setting process itself, 
however. As the Committee has heard from other witnesses, FASB is slow to set 
standards (the incredibly quick revision to the SPE rule being a notable exception) 
and when it does, it is often subject to political interference. 

Changing the funding of FASB from voluntary contributions from accounting 
firms and companies (the current practice) to some sort of mandatory assessment 
system, as some have suggested, would solve neither of these problems, although 
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it might diminish any perception that FASB must tailor its views to those of its 
funders (a charge I suspect that FASB would vigorously deny). 

The slowness of FASB’s standard setting could be addressed more directly by hav- 
ing the SEC impose deadlines on rule changes, with the threat that the SEC would 
take action by a date certain if FASB did not (as former SEC Chief Accountant, 
Lynn Turner, proposed before this Committee). I want to be clear: I am not enthusi- 
astic about the SEC taking over the standards setting function altogether, which I 
fear could interfere with the other functions the Commissioners perform and could 
not guarantee any better outcomes. But I can see the value of having the threat of 
occasional SEC rulemaking as a way of keeping FASB’s feet to the fire. The SEC 
could also become more proactive in reviewing, if not actually setting, FASB’s rule- 
making agenda on a regular basis, which could also help speed things up. 

The downside of more active SEC involvement, however, is that it could result in 
even greater political interference in FASB’s activities than already exists — most re- 
cently, with respect to FASB’s efforts to set standards relating to the expensing of 
stock options and the accounting treatment of derivatives. There is a respectable 
view that politics is inherent in any rulemaking process, especially one that is sup- 
posed to be in the public interest, and so we should simply live with the fact. More- 
over, it can be reasonably claimed that setting accounting standards is not a science 
and we should stop pretending that it is something so pure that it should not be 
affected by the views of the profession that applies them nor of the firms that have 
to abide by them. 

At the same time, however, we should remember that the main purpose of ac- 
counting standards — at least for publicly-held companies — is to protect the interests 
of investors, not accountants and not the firms themselves. Accounting standards 
should help investors understand all relevant financial facts that will enable them, 
if they want, to make projections about future cash flows. Where the standards are 
changed or not implemented out of concern for affected firms rather than investors, 
who tend not to be organized and who in any event can always choose not to invest 
in the companies that may be lobbying the Congress or FASB on a particular rule, 
then the outcome may not be socially desirable. 

In short, it is not that politics should be kept out of the rulemaking process — it 
probably never can be — but that the current system, at times, can too heavily favor 
narrow interests over the interests of investors as a class (of course, this a problem 
that is not unique to accounting standards). In theory, putting more investor or pub- 
lic representatives on FASB could help rectify the imbalance. In practice, however, 
if Congress wants the rules to benefit narrow interests, then there is little that even 
a more balanced FASB can do. 

Similarly, moving the standards setting function to the SEC is not a panacea be- 
cause Congress still exercises oversight of the SEC. The same would be true if FASB 
members were chosen directly by the Commission. As long as the SEC oversees 
FASB in some way and Congress oversees the SEC, I do not see how politics can 
be taken out of accounting standards setting. 

In principle, the only option I believe would have a chance of at least making 
some difference is to move standard setting to an international body like the Inter- 
national Accounting Standards Board and thus accept international accounting 
standards (IAS), which the United States thus far has refused to do — largely out 
of the belief that U.S. GAAP is superior to IAS . 5 Of course, this is not the rationale 
for moving to international standards that is typically cited. Instead, the case for 
IAS rests largely on the view that a single set of accounting standards worldwide 
would eliminate discrepancies in accounting standards across countries, thereby 
facilitating cross-border movement of capital. In addition, removing sources of un- 
certainty generated by differences in national accounting conventions should reduce 
the cost of capital. In the wake of Enron, others also have argued that a system 
like the IAS that allows accountants more discretion is superior to the heavily rules- 
based system of U.S. GAAP which seemingly invites circumvention. (Precisely the 
opposite argument can be made, of course, against a system that allows more discre- 
tion, and thus potentially more freedom for managements to manage their earnings 
than already exists .) 6 

Whatever the merits of all of these arguments, the simple point I want to make 
here is that another potential, and possibly unrecognized, advantage of replacing 


5 The SEC allows foreign firms that want to list their shares here to use IAS, provided they 
also reconcile their financial statements to U.S. GAAP. 

6 A widely noted reason for the greater specificity of U.S. GAAP is that it is a response to 
the greater pressure of securities litigation in the United States than in other countries. If the 
United States adopted IAS, it is possible, if not likely, that our representatives would push the 
IASB to make IAS more specific over time for the same reason. 
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U.S. GAAP with IAS is that it would dilute the political power of American inter- 
ests — whoever they are — to influence the outcome of the standard setting process. 
Take, for example, the fight over expensing stock options, which FASB was about 
to implement several years ago before it was stopped by a powerful lobbying cam- 
paign from the U.S. high-tech community. If standards were set solely by the IASB, 
our high-tech firms would make their views felt, but they could well run into signifi- 
cant opposition from standard setters from other countries. Indeed, it is just for this 
reason that moving away from U.S. GAAP to IAS, if it were ever seriously consid- 
ered, almost certainly would arouse strong opposition in this country . 7 

Accordingly, I do not believe that replacing U.S. GAAP with IAS is a politically 
viable option, even if the IASB, under the strong leadership of Paul Volcker and 
David Tweedie, among others, convincingly updates IAS in a way that persuades 
many in this country that the international standards are superior to U.S. GAAP . 8 
I hold this belief for another reason: Even if U.S. GAAP were replaced, it is possible, 
if not likely, that FASB or something like it would continue to exist in order to issue 
interpretive rulings of the broader principles-based international standards. If this 
were the case, and I suspect there would be strong pressure to ensure that it would 
be if U.S. GAAP ever were replaced by IAS, then FASB’s interpretive rulings would 
gradually lead to a U.S. version of IAS, as well as the “international version.” If 
other countries did the same thing, IAS could fragment over time back into multiple 
national standards. 

It is possible, of course, that fragmentation would not occur — that national ac- 
counting bodies such as the FASB would simply fade away. Whichever view is 
right — fragmentation or monopoly — I lean toward a much different approach, one I 
would call “constrained competition” in standard setting. Under this approach — 
which appears to be gathering greater support within the academic community — 
U.S. law (or regulation) would give firms listing their shares on our stock exchanges 
a choice between using U.S. GAAP or IAS, without having to undergo the expense 
of reconciling the differences between the two standards, once some of the key dif- 
ferences between the standards are substantially narrowed. The remaining dif- 
ferences of lesser magnitude would continue to exist, and the two standards would 
simply compete, but the discrepancies would not be so large as to produce widely 
divergent results for most companies. In that way, investors would get the benefits 
of both greater harmonization (but not complete identity) of the two standards and 
the benefits of competition. 

The benefits of competition in the standards setting arena are no different than 
in any other context. Like any monopoly, whether private or public, a single stand- 
ard setting organization can stultify and be slow to adapt to market developments. 
Sound familiar? That is one of the main complaints about FASB. With competition, 
each standard setter would have a market-based incentive to keep up with the times 
and not drag its feet. Furthermore, if it really is true that any move to international 
standards would eventually break down into national versions of those standards 
(or at least a U.S. version), then some competition is inevitable. Why not simply 
recognize that to be the outcome, encourage the SEC and the FASB to set up a proc- 
ess for quickly narrowing some of the key differences between the standards — say, 
for example, with respect to revenue recognition, the handling of proforma state- 
ments, consolidation, and the expensing of stock options — and then let the competi- 
tion begin? 

Wouldn’t there be a “race to the bottom” if competition in standard setting is al- 
lowed? The post-Enron experience suggests the opposite would occur. Ask GE, IBM, 
Tyco, or any number of other companies whose stock prices were pummeled by in- 
vestors after the Enron affair became public. Investors (prompted to some degree 
by the business media) looked at the financial statements of these companies and 
apparently found their disclosures inadequate. The market encouraged each to be- 
come more forthcoming in its disclosures. Based on this most recent experience, I 
believe it is reasonably likely (although I admit not certain) that if firms had a 
choice in reporting standards the market eventually would punish the standard that 
analysts, academics, and financial commentators would view as the weaker one 
from an investor protection point of view. For the same reason, I also believe there 
is also a reasonable chance that competition in standards could weaken (although 
not entirely eliminate) political influence on standard setting. At the very least, con- 
strained competition is worth a real try, there being no other obvious solution to 
the problem of undue political influence. 


7 Those who fear a loss of "financial sovereignty” also presumably would weigh in against any 
move to a single world standard setter. 

8 Volcker is Chairman of the Trustees of the International Accounting Standards Board and 
Tweedie is the Chairman of the IASB itself. 
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Finally, what if after a reasonable period of competition one of the standards was 
driven out of the market, much as has happened in the markets for computer oper- 
ating systems (for Intel-based personal computers) or video cassette tapes? If that 
is the result, then so be it. But given the international movement away from U.S. 
GAAP and toward IAS, it is likely that the loser in any competition would be U.S. 
GAAP, leaving IAS. But if national standard setters nonetheless continued to issue 
interpretations of IAS, then the market would not have moved to a single standard. 

Enforcement 

However much accounting standards may be perfected, investors will not be pro- 
tected if the standards are not properly enforced by auditors. In light of the rising 
numbers of auditing problems in recent years, culminating with Andersen’s widely 
publicized failures with respect to its audit of Enron, attention has properly been 
focused on how best to improve the verification of financial statements. There are 
two basic approaches, which are not mutually inconsistent, but ideally should be re- 
inforcing: Improved monitoring or oversight of the auditors themselves and better 
(and more finely calibrated) incentives for those who conduct audits to carry them 
out properly. 

Monitoring 

I agree with others who have testified before this Committee who have criticized 
the current system of overseeing the auditing profession — a combination of self- 
regulation (and audit standard setting) by the AICPA and supervision at the State 
level. There is too much self-interest at the AICPA and its penalties are not cred- 
ible, while State efforts lack resources and expertise. 

As the Committee is well aware, the most discussed reform of the existing en- 
forcement system is the creation of an independent body reporting to the SEC that 
would set and enforce auditing standards. SEC Chairman Harvey Pitt has outlined, 
and the Administration has basically endorsed, such a proposal for a new Public 
Regulatory Board (replacing the previous Public Oversight Board) that would have 
authority to set auditing standards and to investigate and punish wayward auditors 
(even while charges are pending). Most of the members of the PRB would be inde- 
pendent of the accounting industry, while the functions of the Board would be 
financed by assessments on accountants and the firms they audit. So far, to the 
extent the Pitt proposal has been criticized before this Committee and elsewhere, 
it is because it is said to not go far enough. A good case can be made that all of 
its members ought to be independent of accounting profession, and that its inves- 
tigatory powers ought to be strengthened by at least giving it subpoena power. 

If Congress is inclined to create a new monitoring authority like the PRB, then 
I agree with the SEC’s critics on these points. But before Congress rushes to do this, 
I urge it at least to consider whether the SEC itself should be performing the over- 
sight of auditors directly, although as I will argue shortly, it might make sense to 
establish a slimmed-down PRB to set auditing standards. Indeed, as I understand 
it, the Commission already has the requisite enforcement authority, but to the ex- 
tent it doesn’t, then Congress can easily give it what it requires. I cannot think of 
many examples in the Federal Government where enforcement authority like this 
is effectively contracted out to an independent authority. I used to work at the Jus- 
tice Department, and we certainly did not contract out the entire enforcement job 
(although the Antitrust Division where I worked has engaged private counsel in 
specific, high-profile cases). 

Why then create an independent auditing authority? Certainly, it cannot be 
credibly claimed that the job of overseeing auditors is more complex than overseeing 
the stock exchanges, investigating fraud or insider trading, or carrying out the rest 
of the Commission’s statutory agenda. If nonetheless the reason for contracting out 
the supervision of auditors is that the SEC is short of staff and resources, as it 
clearly is, then there is an easy answer to that problem: Give it the necessary re- 
sources and finance it by an assessment — or what is more accurately a user fee — 
on any one of all of the following: Accounting firms, the firms they audit, or inves- 
tors. Indeed, whether or not the SEC assumes the power of the PRB, it needs more 
resources, not just for more people but to raise salaries in order to stem its high 
rate of turnover, and if some kind of assessment is deemed necessary to finance the 
extra funding, then Congress should impose it . 9 

If the reason for creating an independent board is to shelter it from political in- 
terference, then that argument, too, shouldn’t be decisive. The SEC has effectively 
contracted out the setting of accounting standards to the FASB, but that has not 


9 Last week, the Committee heard testimony about the inadequate resources at the SEC from 
the U.S. Comptroller General David Walker. 
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E revented affected interests from influencing what the FASB does. In fact, precisely 
ecause enforcement is an inherent Government function that is carried out else- 
where by other Federal agencies, Congress quite properly exercises its oversight re- 
sponsibilities over those enforcement efforts. It would be no different if the SEC 
were to oversee the auditing profession directly. 

The only plausible argument I have heard for creating the PRB is the claim that 
the enforcement of auditing standards requires an understanding of the intent be- 
hind the standards and so the two functions should be lodged in the same place. 
And since the thought of having the SEC write audit standards seems to many like 
a nonstarter, better to have both jobs carried out by an entity like the PRB under 
the SEC’s oversight. 

My response to this line of argument is two fold. First, many regulatory agencies 
write complex rules that they enforce, so in principle there is no reason why the 
SEC could not do both. If the SEC felt it did not have the requisite expertise to 
amend or rewrite the auditing standards that already exist — something that has not 
been demonstrated is necessary, by the way — it could look to an entity like the PRB 
to write the “first draft” and then formally amend or adopt the standards and any 
subsequent changes to them. 10 Second, even if the SEC delegates the writing of 
audit standards to a new PRB, it would still retain oversight over the organization. 
In this capacity, I do not see why the Commission and its staff, in carrying out their 
enforcement functions, could not be in regular contact with the members and staff 
of the PRB to clarify any possible misunderstanding over the meaning of particular 
audit standards. 

So, at the end of the day, I favor lodging the investigation and the enforcement 
functions overseeing the auditing profession within the SEC, while leaving the prep- 
aration and refinement of audit standards to an organization like the PRB. 

Better Incentives 

Putting the equivalent of more and better “cops on the beat” is not the only way 
to improve auditing. Harnessing incentives is just as, if not more, important because 
it may be cheaper and more effective. 

A number of incentives for auditors to perform their jobs already exist, of course. 
Auditors care about their reputations. And they certainly care about their liability 
exposure. Just ask the partners of Andersen who face potentially huge liability costs 
over and above the amounts that their insurer may cover. Or ask the partners of 
any other Big 5 accounting firm who must fear that the same thing could happen 
to them. 

A problem with liability-based incentives, however, is that they can lead to over- 
kill — to excessive caution as an understandable reaction to the threat of going out 
of business. Are there other more finely tuned incentives that might help? 

The Administration has suggested that the CEO’s repay any earnings-based 
bonuses if companies have to restate their earnings. This seems like an eminently 
sensible idea. 

Another frequently mentioned proposal is to prohibit auditors from doing some or 
all types of nonaudit work for their audit clients. 11 Some have suggested going fur- 
ther and limiting auditing firms only to audit work for all their clients. The ration- 
ale for these various limitations, of course, is to remove any incentives that auditors 
may have to compromise their audits in the hope of holding onto lucrative nonaudit 
business. In fact, because this view is so widespread and out of a desire to preserve 
the reputations of their audits, all of the Big 5 firms, already have taken steps 
either to sell off some of their nonaudit businesses entirely (notably, information 
technology consulting) and/or not to perform nonaudit work for their audit clients. 
One question that you may want answered is whether these market-driven develop- 
ments should be enshrined in some kind of legal prohibition on the nonaudit activi- 
ties of auditing firms. 

I am skeptical about the value of any permanent prohibition, but not because I 
agree with those in the accounting profession who in the past have argued that 
there are positive synergies to being in both the audit and nonaudit businesses. My 
skepticism instead is based on the fact that even if audit firms are limited only to 


10 1 do not believe there would be a significant danger of political interference in the setting 
of auditing standards, wherever that function is lodged, because of the highly technical nature 
of those standards and because it is difficult to predict in advance the impact on individual firms 
and industries of any generic audit standard. This is not the case with accounting standards 
(such as the expensing of stock options) whose effects are much more easily anticipated and 
quantified in advance. 

11 The Administration’s proposed prohibition would apply where the nonaudit service “com- 
promises the independence of the audit,” presumably something the SEC would decide, presum- 
ably by generic rule. 
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audit work for clients, they still face the prospects of losing their audit business, 
which in a world of restrictions, would be the only business they have. As a result, 
audit firms could very well have the same incentives to compromise the quality of 
their work as they allegedly did before. (My skepticism does not extend, however, 
to a prohibition on an outside auditor doing internal audit functions for the same 
client, which also appears sensible.) 

For the same reason, I am also somewhat skeptical of the value of another widely 
discussed proposal: The mandatory rotation of auditors every several years. It is 
possible, of course, that some auditors who know they are going to be replaced and 
have their work scrutinized closely by a successor, will be more careful in carrying 
out their work every year. Another effect may work in the opposite direction: Once 
the rotation is over, auditors may tacitly promise good treatment in the “beauty con- 
tests” that firms would hold on a regular basis in choosing their next auditor. 12 

In short, as long as management continues to choose the auditor, the potential 
will always exist for a conflict that could compromise the quality of the audit. One 
response to this is to intensify oversight of auditors for precisely this reason, as al- 
ready discussed. The other response is to mandate that managers of publicly-held 
companies not be able to choose their auditors. 

Who could do this instead? One obvious candidate is the audit committee, as sev- 
eral witnesses before this Committee have suggested. To maximize the committee’s 
distance from management, it could be further required that all members of the 
audit committee on boards of directors be independent. Of all the options available, 
this is the best one, although I would caution it is not perfect (probably nothing is). 
Management can still exert a subtle influence — directly or indirectly — over even 
independent board members (who tend to be chosen or recommended by manage- 
ment, after all). In addition, for this option to really work, audit committee assign- 
ments probably would have to become far more time-consuming than attending 
quarterly board meetings. To this add the post-Enron fear of many directors of even 
serving on an audit committee, and it is all but certain that if the hiring of auditors 
is moved to audit committees, directors will not serve on them unless they are given 
much greater compensation than is now the case. 

More radical alternatives would shift the hiring of auditors to third party enti- 
ties — such as the stock exchanges, the SEC, or perhaps the PRB (if it is created), 
assuming that there is no appetite for having any of these organizations engage in 
the auditing itself (a massive undertaking that I clearly would not recommend). 
Having any one of these entities engage outside auditors would totally sever the 
link between the auditors and the firms they audit, and thus solve the conflicts 
problem. However, there are numerous practical problems associated with the 
assignment of auditors to the roughly 12,000 public companies that would require 
audits. In principle, the assignments could be made through bids or an auction, but 
a potentially very large bureaucracy would be required to administer that process. 
Also in principle, the cost and complexity could be reduced if the rights to audit nu- 
merous firms were lumped together. But in practice, how would the groupings be 
made, and on what basis? To what extent would firms found to have committed neg- 
ligence in one or more cases be restricted from bidding for the rights to other au- 
dits? And then there is the problem of ensuring that no single auditing firm or a 
select grouping of firms smaller than the Big 5 effectively corners the market for 
audit services. This could be solved by imposing market share limits, but I fear such 
a step would also invite political interference into the auditor selection process (per- 
haps resulting in set-aside programs that might not be in shareholders’ interests). 

In short, because the practical difficulties of implementing any of the more radical 
measures appear too great, I believe an acceptable compromise is a rule requiring 
auditors to be hired by audit committees. 

The Accounting Industry Post-Enron 

One issue that has received relatively little public discussion in the wake of 
Enron’s failure is what should be the attitude of public policymakers to the possible 
failure of the company’s auditor. Clearly, this is a delicate matter, since Anderson 
is doing its best — at one time, with the apparent encouragement of the SEC — to set- 
tle the litigation against it. But what happens if the cases aren’t settled, while audit 
clients continue to leave the firm? 13 It is certainly conceivable then that at some 
point the “Big 5” accounting firms reduce to the “Big 4,” either through the migra- 


12 In addition, a mandatory rotation system would eliminate the market signal that comes 
about when a company now voluntarily changes its auditor. 

13 See, e.g., Kirstin Downey Grimsley, “Freddie Mac Drops Andersen; Delta May Follow Suit,” 
The Washington Post, March 7, 2002 [noting that Andersen has so far lost three of its six largest 
audit clients]. 



877 


tion of Anderson clients and/or partners to other firms or the outright failure of 
Anderson itself. Should policymakers be concerned about this possibility? 

My very short answer is “yes” because an industry that is already highly con- 
centrated — the accounting profession — would become more so. The thousands of 
publicly-held companies, not only here but worldwide, would have even less choice 
than they do now in auditors. With less competition, the result could well be higher 
prices and lower quality of auditing services. 14 

Since all this could happen without a merger, there is effectively no role for anti- 
trust to play to ensure no diminution in competition. (Although Andersen now is re- 
portedly in merger talks with one or more of the Big 5, any deal could easily be 
held up because of Andersen’s liability exposure.) The only other way that competi- 
tion would not diminish if Anderson failed or dwindled in size is if new entrants 
were attracted to the auditing business, existing second-tier accounting firms cap- 
tured more audit clients, or the Big 5 (or Big 4, as the case may be) split up volun- 
tarily (there being no way to force their split up absent any proof of an antitrust 
violation). 

I do not know what public policy measures are or even should be available to 
encourage the split up of existing firms. Nor do I know what public policy, and per- 
haps specifically the SEC, could do to facilitate the entry of brand new firms to com- 
pete head to head with the Big 5 or the Big 4, or to somehow promote more use 
of the second-tier accounting firms right below the Big 5. At the very least, policy- 
makers should signal their openness to entry and the use of second-tier firms (al- 
though the widespread concern about mixing audit with nonaudit functions will 
make it difficult for the Commission to encourage entry by firms in related fields, 
such as management consulting or financial services). 

The only other way in which the policymakers might be able to make a real con- 
tribution is to remove any legal restrictions (regulatory, tax, or otherwise) that may 
now impede foreign accounting networks from gaining the requisite licenses and 
competing here in the United States. Accordingly, at a minimum, I would urge the 
Committee to make inquiry of the SEC to determine whether there are any such 
restrictions — formal or informal — that now exist, either or both at the Federal and 
State levels. If such impediments exist, I would then strongly encourage the Com- 
mission, and if necessary the Congress, to remove them — without waiting for any 
international agreement to gain reciprocal treatment from other countries (although 
that remains a worthy objective). 

Beyond Enron 

Finally, there are a range of issues relating to disclosure that have little to do 
with Enron, that may have received more attention had Enron not happened, and 
that should eventually get that attention once the preoccupation with fixing what 
apparently went wrong with Enron and other recent accounting affairs diminishes. 

Peter Wallison is addressing in greater detail in his testimony one of these 
issues — the need for more and better noftfinancial information about companies 
than is now routinely generated. Here I refer to measures of consumer or worker 
satisfaction, product or service quality, successful innovation, education and experi- 
ence of the workforce and management, and a variety of other nonfinancial indica- 
tors. Individually or collectively, these nonfinancial measures may shed far more 
light for investors on the future ability of firms to generate earnings or cash flow, 
and thus on the long-run fundamental value of their stock, than the figures in fi- 
nancial statements that are based on historical costs that are inherently backward 
looking. In the GAAP Gap we urge the SEC to use its powers of persuasion in this 
area, perhaps by beginning to convene working groups of experts from different 
industries, to encourage firms to make more of these disclosures, and to do so con- 
sistently and repeatedly. 

A second cutting-edge issue is how best to harness the power of technology — com- 
puters and the Internet — to facilitate more complete and more rapid corporate dis- 
closure. One large-scale and potentially revolutionary private sector initiative that 
already is under way is a collaboration by a growing number of companies, account- 
ing firms and the AICPA to develop a common “tagging” system for various financial 
accounts, which goes under the acronym “XBRL.” Once these tags are fully devel- 
oped and implemented by companies, a wide range of users — not just sophisticated 
users like financial analysts — will be able easily to take very detailed data from 


14 The Big 5 not only dominate the U.S. auditing market, but also as of 1999, accounted for 
77 percent of the revenues of the 40 largest international accounting networks. Furthermore, 
as of the same year, the Big 5 audited 98 of the top 100 companies in the world, measured by 
market capitalization. See Lawrence J. White, Reducing the Barriers to International Trade in 
Accounting Services [AEI Studies on Services Trade Negotiations, 2002], p. 14. 
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companies and reconfigure it in multiple ways, using widely available spreadsheet 
programs. 15 Here, too, I would urge the SEC (and if necessary, urge the Committee 
to urge the SEC) to encourage this project and do what it can to publicize its impor- 
tance and encourage companies to participate in the process of developing tags for 
information that may be industry-specific. The Commission may also want to con- 
sider ways in which it could encourage companies to use the tags at the earliest 
possible date. One possibility: Require EDGAR submissions to be in XBRL by a spe- 
cific date. 

A related project is for the SEC to encourage more frequent reporting. Chairman 
Pitt’s proposal (which the Administration has endorsed) to increase the number of 
“significant events” that must be disclosed as they unfold — in as early as 48 hours 
after they occur — is a move in the right direction. 16 So is the Administration’s pro- 
posal to require disclosure within 2 days when corporate officials sell their company 
stock. 

But policy should not stop there. With the Internet, many companies now or may 
soon have the ability to make available to the public their financial reports much 
more frequently than on a quarterly basis — weekly, if not daily. Indeed, financial 
institutions already typically balance their books every night. Why not then consider 
ways to have this financial information communicated in the same time frame? 

There will be objections to encouraging companies to make available unaudited 
financial information more quickly, but I believe these objections can be met. As it 
is now, quarterly financial data are unaudited and will remain that way unless the 
SEC or a new PRB come up with guidelines for more limited audits for more fre- 
quently reported data (in which case, liability thresholds would have to be adjusted 
to reflect any differences between the kinds of audits). 17 In any event, the capital 
markets would become much more volatile if investors came to believe that all 
unaudited financial information were useless. Even in the wake of Enron, I believe 
that the financial data produced by the overwhelming preponderance of public com- 
panies still have use, and I further believe that market participants hold that view 
as well (if not, stock prices would be well below where they are now). Accordingly, 
if in an age of computers and the Internet companies have the ability to publish 
their financial statements more frequently than every quarter, why shouldn’t public 
policy encourage that result? 

Actually, there is an even more compelling case for more frequent financial disclo- 
sures. This Committee has heard complaints from many witnesses previously about 
the seemingly uncontrollable trend toward earnings management — or the manipula- 
tion of quarterly earnings reports to achieve or exceed market expectations. To his 
credit, former SEC Chairman Arthur Levitt was one of the first to sound the alarm 
about this practice, which is evidenced by the significant increase in earnings re- 
statements over the past few years. The problem is that in reading through numer- 
ous descriptions of the problem, I have yet to see an effective solution for it. 

If, however, companies routinely reported their financial results much more fre- 
quently than every quarter, it is conceivable that investors and analysts would lose 
interest in the quarterly figures. Furthermore, it is highly doubtful that analysts 
would take the trouble to develop earnings forecasts more frequently than on a 
quarterly basis. Thus, there is a real chance that more frequent reporting could end 
incentives of managers — and their auditors — to engage in earnings management. 

At the same time, I would be the first to agree that mandating more frequent re- 
porting at this point is premature. Many firms simply may not be able to comply 
with such a requirement, even over a period as long as a month. Or the cost of com- 
pliance may be prohibitive. The challenge is to find a way to provide incentives to 
the firms that are able to report more frequently than quarterly to do so. Here, too, 
the Committee could play a constructive role by asking the SEC to review the op- 
tions, and at the very least, lead a visible campaign to encourage more rapid report- 
ing more suitable to the Internet age. 

Finally, this Committee has commendably begun the process of exploring ways to 
improve financial literacy among the American public. Enron’s failure has high- 


15 This is currently not possible because although company annual reports and financial re- 
ports filed with the SEC are available online, they are in a format (HTML) that cannot be ma- 
nipulated by users, but simply read and copied as a text file. The major aim of the XBRL project 
is to enable users to accomplish these manipulations themselves (by using a related language, 
XML) and also to locate companies and information through computer-based search engines. 

16 Such additional events include the departure of top executives and the loss or gain of an 
important customer or contract. Under existing rules, companies must file “8— K” reports on key 
intra-quarter developments within 5 to 15 days. 

17 The Administration’s proposal to require CEO certification of quarterly reports in addition 
to the annual reports may help, depending on the penalties and standard for invoking them. 
But the quarterly results still will be unaudited. 
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lighted in the most dramatic way possible the need for diversification — especially in 
pension plans — which is one of the most basic financial lessons all Americans should 
know, as early as possible in life. In the same vein, I applaud the Administration’s 
proposal to require companies to write their quarterly financial reports in “plain 
English,” which should improve information flow to those investors who invest in 
stocks directly (rather than through mutual funds). At the same time, however, I 
would caution that no amount of rule-writing or editing by the SEC relating to these 
plain English statements is likely to prevent the future Enrons that are intent on 
deceiving investors. Accomplishing that goal will require the implementation of the 
kinds of other measures I reviewed earlier in this testimony. 
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Mr. Chairman and Members of the Committee: I very much appreciate the invita- 
tion to appear before you today to talk about the important accounting issues con- 
fronting this Committee — as well as investors, companies, accounting firms, and the 
Securities and Exchange Commission — in the wake of the collapse of Enron Cor- 
poration. Robert Litan has covered very comprehensively in his formal statement 
the various issues that are now the focus of public attention, and in general I can 
associate myself with the views he expressed. 

My testimony today, however, will look to the future, in large part because I be- 
lieve that much of the current debate about the adequacy of Generally Accepted Ac- 
counting Principles — and whether they were properly applied or disregarded in the 
Enron case — may be beside the point. The fact is that GAAP accounting is becoming 
increasingly irrelevant for financial disclosure, and we must begin working on sup- 
plements and alternatives. I will attempt to explain why this is so, and discuss some 
of the ideas that seem necessary if we are to bring financial disclosure into align- 
ment with where our economy is today. The accounting industry has foreseen this 
development, and has been working for years on how to address it. Much of what 
the industry has done, and much of what I will say today, is covered in a mono- 
graph, The GAAP Gap: Corporate Disclosure in the Age of the Internet, of which Bob 
Litan and I are the co-authors, published in 2000 by the AEI-Brookings Joint 
Center for Regulatory Studies. 

If there is any good that can be said to have come out of the Enron collapse it 
may be the sudden attention now being paid to the adequacy of GAAP accounting, 
and the possibility it creates that a better system of financial disclosure will emerge 
from this review. But if this is to happen, it is necessary that this Committee, pol- 
icymakers generally, companies and investors, and especially the SEC, understand 
that in tinkering with GAAP they are in a real sense fighting the last war. Just 
as we are now realigning our military force structure to deal with terrorism instead 
of an attack by the Soviet Union in central Europe, there is a need to get started 
on the process of revising our financial disclosure system to deal with major changes 
in our economy. 

We are all very proud — and deservedly so — of the quality of our capital markets. 
The ease with which companies can obtain capital financing is one of the reasons 
we have the most powerful and successful economy in the world, and why ambitious 
and skilled people from all over the world want to come here to take advantage of 
the opportunities our economy offers. 

The Importance of Information 

But it is clear that our capital markets would not function nearly as well if in- 
vestors did not have the information they need. Without information, investors are 
simply guessing, and when they do that they demand higher premiums or rewards 
to cover the additional risk they incur. This makes capital more expensive, and poor 
information reduces the efficiency with which capital is allocated among competing 
uses. Good information, on the other hand, reduces the uncertainty associated with 
making investments, and thus reduces one element of investment risk. Reduced in- 
vestment risk in turn reduces the cost of capital. Lower capital costs generally 


1 Resident Fellow, American Enterprise Institute; Co-Director AEI’s Project on Financial Mar- 
ket Deregulation. 
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means that more capital will be available for companies that need it, that capital 
will be allocated more efficiently, that we will have faster and broader-based eco- 
nomic growth, and that the welfare of all Americans will be enhanced. 

But despite the importance of the information, and the legal structure we have 
erected in the United States to assure its disclosure, recent changes in the economy 
have made it difficult for investors to get the information they need for evaluating 
companies. This is not because companies are withholding anything they are other- 
wise required to disclose, or that existing laws and regulations are not being vigor- 
ously enforced. It is because the nature of the assets on which most public compa- 
nies now rely to generate cash flows and profits have changed so radically in the 
last quarter century that we literally do not have the skills or means to describe 
their value. 

Intangible Assets 

According to some estimates, about 80 percent of the value of companies listed 
in the S&P 500 is attributable to their intangible assets. This represents an impor- 
tant change in how our economic system creates value, but it requires a momentous 
change in how we account for, report on, and disclose the financial significance of 
that value. 

What are intangible assets, how do they differ from tangible assets, and what is 
the significance for financial disclosure of their coming to dominate the assets of 
American companies? 

We have all heard of the so-called “post-industrial economy,” the “information 
economy” and the “knowledge economy.” These by now cliched terms refer to some- 
thing real and undeniable — that the U.S. economy has moved from an industrial or 
manufacturing economy to one that creates value through services and the produc- 
tive use of knowledge and information. Computer software and pharmaceuticals are 
two examples of products that are in one sense manufactured but in a more impor- 
tant sense are the products of human knowledge and skill rather than machinery 
or equipment. In other words, the value of these products is the knowledge and skill 
that went into creating them, not the few cents worth of plastic in each disk or the 
insignificant cost of the chemicals in each pill. 

The assets used to produce these disks and pills are classic intangible assets — 
they exist only as ideas and concepts in the brains of the scientists and technologists 
who conceived and developed them. They cannot be touched, and in many cases they 
cannot even be sold. Stranger still, because they consist of the skills, knowledge, 
education, and imagination of a company’s employees, they are not even owned by 
the companies which receive the cash flows from the sale of the goods or services 
these knowledge assets have produced. For this reason, the assets that are respon- 
sible for the cash flows of many — perhaps most — U.S. public companies do not and 
cannot appear on their balance sheets. 

In addition, the productive assets of many companies include patents, trade se- 
crets, formulas, computer programs, and other items that embody ideas or knowl- 
edge — and belong to the company — but were internally generated within the com- 
pany and have values in terms of their revenue generation potential that far exceed 
their development costs. One of the unique characteristics of the knowledge economy 
is that companies develop their productive assets themselves, internally, rather 
than purchasing these assets the way industrial companies purchase machinery and 
equipment. Because there is no purchase involved, the cost as well as the value of 
internally developed knowledge assets is inherently uncertain. 

We can also go one step further: Most companies depend for their success on their 
reputation — the views that their customers and suppliers hold concerning the qual- 
ity of their products or services and the honesty of their dealings. In other words, 
whether such a company is able to generate revenues may depend on the views of 
others about it and not on anything we can actually see or touch. Obviously, the 
views of others are not recorded on a company’s balance sheet. 

eBay, the online auction system, is a good example of a knowledge economy com- 
pany. It has a market value of about $14 billion and a book value of $1.4 billion. 
What is the driver of eBay’s value? It has no inventory, warehouses or sales force. 
The only thing it has is the reputation it has built among the public, linked to a 
sophisticated and specially designed computer software system — neither of which 
can be valued fully by referring to their cost. That is why eBay’s market value is 
so much larger than its balance sheet net worth. 

Even Enron can be analyzed in these terms. For all the financial and accounting 
chicanery that may have occurred in the Enron case, the company’s collapse to vir- 
tually nothing was the result of a massive loss of confidence in the honesty of its 
management. As a trading company, the company relied on reputational assets to 
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remain in business, and when this asset was dissipated there was virtually nothing 
of value left. 

Since both eBay today, and Enron when it functioned, consisted of little more 
than a collection of intangible assets, the question a prospective investor might ask 
about both of them is how one might be able to tell, at any point in time, whether 
its intangible assets are increasing or decreasing in value? 

Now, we are getting close to the issue. If you were an investor, and were consid- 
ering the purchase or sale of a company’s shares, you would want to know not just 
what the company had done in the past but what it was likely to do in the future. 
In fact, since your investment is all about the future, you would want to know as 
much as possible about what was producing the earnings or cash flows that are re- 
corded in its financial statements, and whether those assets are likely to continue 
to produce those cash flows. 

The Effect of Intangible Assets on Balance Sheet Values 

To find this information, you certainly wouldn’t look at the balance sheets of com- 
panies like eBay, because few of the assets that are generating its cash flows — the 
knowledge embedded in the software it uses, or the degree to which its services are 
valued by its customers, for two examples — are on its balance sheet. These intan- 
gible assets — the real source of its earnings and cash flows — are not captured by 
GAAP accounting, or for that matter by the International Accounting Standards 
that some regard as an alternative to GAAP. In Enron’s case, the question would 
have been — as it is with all trading firms — whether they were building confidence 
and reputation in the market or depleting it. 

In other words, in an economy where the principal assets that generate revenues 
and cash flows for companies are intangible assets, GAAP financial statements are 
useless to provide the information that investors really need — information about the 
quality or value of the assets that will produce these revenues and cash flows in 
the future. 

It is important to understand that this is something new. When a company de- 
cides to build automobiles, it purchases the land, the factory and the equipment. 
These have a cost that can be readily ascertained and recorded on financial state- 
ments. This meant that the cost of the assets on a company’s balance sheet were 
a reasonably good reflection of the company’s actual value — since one could simply 
reproduce the same company by purchasing the same inputs. In theory, a company 
could be liquidated for the book value reflected on its balance sheet. 

That is not true of companies that rely on knowledge. One cannot simply repro- 
duce Microsoft or Merck by buying their offices, research labs, and other facilities. 
They are collections of employees — biological scientists, computer specialists, and 
chemists — whose knowledge and skill create the values of these companies. And al- 
though research and development costs might appear on a corporate balance sheet, 
those costs do not include the actual value of the education, imagination or resource- 
fulness of their employees and management — all of which continue to belong to 
these individual employees. 

So when some sources estimate that 80 percent of the assets of the S&P 500 are 
intangible assets that is a fairly significant statement. It means that perhaps 80 
percent of the assets that produce the cash flows and earnings of these companies 
will not appear — indeed can never appear — on their balance sheets. 

The reason for this is that conventional (GAAP) accounting establishes value with 
reference to costs; it has no effective means for recording the value of the intangible 
assets internally generated by companies. To be sure, these have a cost of some 
kind — salaries, laboratory equipment and the like — but these costs do not capture 
the real value of the assets that are being put to work. Before the advent of the 
knowledge economy, when goods rolled off factory assembly lines, it was possible to 
get a good sense of an industrial company’s value by looking at its balance sheet. 
One would know, within certain limitations, that if the company ultimately became 
bankrupt because of mismanagement its assets still had value, since they could still 
be used to produce goods and could be sold to someone who would use them more 
effectively. Indeed, until the 1970’s, the market values of companies did not depart 
significantly from their balance sheet values. But as the knowledge economy devel- 
oped, the ratio of market value to book value of public companies began to grow, 
so that in 2000 it had reached 6 to 1. Obviously, investors were valuing something 
other than what appears on balance sheets, and it seems reasonably clear that they 
were placing a value on intangible assets of these companies, even though these did 
not for the most part appear on their balance sheets. 
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The Effect of Intangible Assets on Income Statements and Price I Earnings Ratios 

Now it might be objected that balance sheet values do not really matter anyway — 
that in the knowledge economy what investors are looking at is earnings, and the 
price/earnings (P/E) ratios of public companies are what is important. Let’s leave 
aside for the moment the question of how an investor can have confidence that a 
company will earn in the future what it has earned in the past — something that 
comes from an assets of its productive assets and of course cannot be determined 
from an income statement. Instead, let’s focus on what the GAAP income statement 
reports. Why is that statement not sufficient to give investors the information they 
need about companies in the knowledge economy? 

The answer is that, once again, the inability to value intangible assets internally 
generated by companies creates distortions in income statements, making price/ 
earnings ratios and other similar comparisons also unreliable. 

A very good example of this problem is furnished by AOL’s settlement several 
years ago of an SEC charge that, in capitalizing its customer acquisition costs dur- 
ing the years 1994 through 1996, it adopted a misleading accounting treatment. 
Many of us saw evidence of the enormous amount AOL was spending on customer 
acquisition in those years, because we received unsolicited disks in the mail with 
which we could sign on to AOL and try its services. When a company capitalizes 
a cost like this, it means that it is treating the cost as though it were an investment 
rather than an expense. In GAAP accounting, of course, cash spent on an invest- 
ment has no impact on earnings except through depreciation over a subsequent 
period of years. In capitalizing its customer acquisition costs, AOL claimed in effect 
that these costs were producing an intangible asset — customers who would use its 
services in the future — and that the proper accounting treatment would be to cap- 
italize them when they occurred, and to amortize or depreciate them against the 
earnings from these customers in future years. 

The SEC disagreed. It argued that by capitalizing these very large costs AOL 
showed earnings in 1994 through 1996, when — if it had written off these costs as 
incurred — it would have shown losses for those years. In 1997, under pressure from 
the SEC, AOL changed its accounting treatment, so that it expensed its customer 
acquisition costs. 

Was this the right treatment? The answer — in light of later developments — is 
clearly no. AOL, as we all know, turned out to be a great success, largely because 
it accumulated a huge number of customers before anyone else. This is a network 
phenomenon, now well-known, in which each additional customer adds value to 
those already on the network and the network itself becomes more valuable as it 
acquires new subscribers. In other words, AOL’s customer acquisition costs really 
were investments, since they produced a very large, profitable, and ultimately mar- 
ket-dominating customer base. But because these costs were — at the SEC’s insist- 
ence — written off (expensed) as they were incurred, AOL’s current earnings were in 
effect understated for the years in which this accounting treatment was required. 

Let’s stop for a moment and consider what effect this had on the price/earnings 
ratio for AOL’s shares. Before the write-down required by the SEC, let’s say AOL 
had a P/E of 50 — very high by historical standards. After the restatement of its 
earnings — because it now showed losses in each of the 3 years — it had a P/E for 
those years that was essentially infinite. Market commentators and analysts who 
looked at AOL’s GAAP earnings (or lack thereof) would conclude that it was vastly 
overvalued based on this enormous P/E. 

But as it turned out, AOL’s original treatment was correct. It was making an 
investment when it spent so much to gain customers. We can see that now. But if 
an investor at the time recognized the value of what AOL was doing, he or she 
might have been willing to pay quite a lot for the company even though it was show- 
ing losses. In other words that perceptive investor would have realized that AOL 
was creating an intangible asset that had considerable value because it would gen- 
erate enormous profits in the future. In fact, the cost of building this asset, because 
it was reducing current earnings, actually made the company look worse, probably 
lowering the market price at which our savvy investor could acquire shares. 

This example shows that in a knowledge economy seemingly sophisticated com- 
mentary about companies or a whole market being “overvalued” because price/earn- 
ings ratios are high by historic standards can be quite misplaced. Investors, as in 
the case of AOL, may be placing values on internally generated intangible assets 
the costs of which are being written off as incurred under prevailing GAAP account- 
ing. This treatment both reduces earnings — thus increasing P/E’s — and hides from 
investors with less sophistication the development of an asset that will be respon- 
sible for large cash flows in the future. 

It is important to mention here that there is no cure for this problem in GAAP 
accounting. If AOL had turned out to be a failure, the accounting treatment de- 
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manded by the SEC might have been seen as the right one. The asset that AOL 
thought it was building was not worth the cost. The losses from 1994 through 1996 
were real losses, and to the extent that investors were warned off the company by 
these losses they would have been saved some losses of their own. 

How can investors tell the difference? They probably cannot in any precise way. 
They may be guessing, but overall — given the wide divergence between market val- 
ues and book values, and the historically high P/E ratios in today’s markets — they 
are seeing something in companies that conventional accounting is not recording. 

This situation is not the result of a deficiency in the skills or imagination of the 
accounting profession. There is simply no reliable way to place a value on internally 
generated intangible assets — to measure the value of the asset AOL was building 
through its customer acquisition costs. There is no market for most intangibles, 
especially those that are unique to the company that created them, so there is no 
known way to establish their value for balance sheet purposes. 

This is not a healthy situation. If financial statements do not allow investors to 
understand the real value of a company, if investors are left to guess, they are tak- 
ing risks. Risk, as I noted above, raises the cost of capital, promotes volatility, and 
ultimately distorts the allocation of capital. 

In other words, the almost 60 year effort to create a more efficient market — in 
large part by making sure that investors have the information they need — has been 
at least partially defeated by the advent of changes in our economy. These changes 
have made intangible assets the real drivers of company value, but this has hap- 
pened before we have had an opportunity to develop the means to assess and to 
communicate what these assets are actually worth. The result is an increasing dis- 
crepancy between what financial statements are telling us and what the market 
sees — and hence more uncertainty, more volatility, higher than necessary capital 
costs, and less efficiency in the allocation of capital in our economy. 

Data Elements and Real Time Financial Reporting 

There are also other inherent problems with financial statements that are worth 
noting. For one thing, they are inherently backward-looking. They tell us what hap- 
pened to the company over the last quarter, or the last year, but not much about 
what will happen in the future. In fact, under some circumstances financial state- 
ments can be actively misleading about the future. 

Take the case of Xerox Corporation. While Xerox was exploiting its patent — from 
the mid-1950’s through roughly the mid-1970’s — it was a very profitable company. 
Unfortunately, however, the copiers that the company was producing, while in high 
demand because of their unique features, were highly unreliable and frequently 
needed repair. The company found that by selling the copiers instead of renting 
them it could make even more money — first on the sale, and then by charging for 
repair services. So until its patent expired, Xerox showed increasing earnings. 

However, as soon as competitors were able to use its technology, Xerox was nearly 
driven out of business. The poor quality of its copiers had infuriated customers, and 
as soon as they had a choice they changed brands. In other words, even though its 
financial statements were showing healthy and profitable growth, the company was 
hollowing out. Investors who relied on Xerox’s financial statements, and did not 
know the degree of its customer dissatisfaction, were in for a shock. 

Here again, we encounter an intangible asset — customer satisfaction — that does 
not appear on a balance sheet and yet can be more important for predicting the 
future than what does. In other words, financial statements, because they are 
backward-looking, are inherently deficient in the information that investors want 
most to know about — the company’s future. What is needed is information that sup- 
plements the financial statements — that provides some indication of the company’s 
prospects. 

Finally, financial statements suffer from one other inherent deficiency. They are 
issued periodically — quarterly or annually. Between these reports, the market is full 
of speculation about what they will contain. This speculation adds to uncertainty 
and volatility, and therefore to risk. The way financial statements are prepared — 
involving decisions by management and the aggregation of many different items into 
a relatively few lines — this delay is probably unavoidable. But that should not nec- 
essarily mean that all data on a company’s operations has to be issued at periodic 
intervals. 

In the past, when it took a while to assemble financial and other data, periodic 
releases were unavoidable. Today, however, when a good deal of information is 
available to management in real time, there is a question whether some of it could 
not be released more quickly. In fact, the delayed release of financial data may be 
leading to earnings management — where companies coach analysts to reach conclu- 
sions concerning the company’s earnings, and then companies come forth with earn- 
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ings that slightly beat these estimates. If this is happening, it further suggests that 
investors’ lack of confidence in financial statements is well founded. 

The accounting profession has been developing ways for companies to make finan- 
cial disclosures on a more timely basis — in some cases virtually in real time — and 
this subject is covered in The GAAP Gap and in the formal testimony of my col- 
league Bob Litan. 

Possible Solutions and the Obstacles They Face 

It seems clear then that our economy — as it comes to rely increasingly on intan- 
gible assets as the source of company values — must have some way to assess the 
quality of these assets. We must recognize that GAAP accounting can never do this, 
and may in fact distort perceptions of value. 

The inherent deficiencies in financial statements have drawn the attention of the 
accounting profession. As early as 1991, the Financial Accounting Standards Board 
(FASB) issued a report — now known as the Jenkins Report — concluding that the in- 
formation furnished by companies should be forward-looking and user-driven. 2 As 
the problems associated with intangible assets became more pronounced, accounting 
firms themselves began developing ideas for ways in which companies might com- 
municate the value of their intangible assets and how they were meeting their 
goals. 3 

On an official level, the Organization for Economic Cooperation and Development 
(OECD), which is a program supported by many of the major industrialized nations, 
has begun an intensive effort to find and to develop nonfinancial indicators or meas- 
ures that would permit investors to assess the prospects of companies or the value 
of their intangible assets. The indicators are nonfinancial in the sense that they in- 
volve information that does not appear in financial statements. 4 

To take the AOL and Xerox examples, the hope would be that nonfinancial indica- 
tors or measures could be developed that would have allowed investors and analysts 
to get a better picture of whether AOL’s customer acquisition costs were likely to 
pay off in the future, or that Xerox was incurring customer enmity rather than fos- 
tering customer satisfaction. In both cases, a great deal of uncertainty would have 
been eliminated, investors would have a better sense of how to value the intangible 
assets of both companies, and the securities markets would have functioned more 
efficiently. 

Thus, many groups see the need for making useful nonfinancial information avail- 
able to investors. But up to now progress has been slow. 

First, there is really no comprehensive theoretical framework for the development 
of this information. There hasn’t been any significant testing of the efficacy of var- 
ious indicators, there are no universal indicators that could be applied to all busi- 
nesses, and there are very few for specific industries or activities. In research for 
The GAAP Gap, I came across a few suggestions for indicators, and I have attached 
a list to this testimony, but as far as I know none of these indicators is now being 
used by a U.S. public company as part of its regular disclosures to investors. 

Second, there is concern among companies in proceeding down this road. Compa- 
nies say that they are concerned that the information they will have to disclose will 
be helpful to their competitors, or that disclosures will result in legal liability. There 
is some merit in these concerns, but they may be somewhat exaggerated. 

Third, many companies see no value to them in taking the trouble to develop indi- 
cators, or the information that the indicators would require them to disclose. 

On the other hand, there are several areas where businesses are already cooper- 
ating in activities that are closely related to the development of indicators that 
would be useful for investors. 

First, many industries participate in a process called “benchmarking,” in which 
they seek to develop the best practices by exchanging information about the way 
they conduct certain kinds of operations, such as employee recruitment and train- 
ing. Testing whether these practices are effective involves statistical comparison of 
indicators. 

Second, a number of industries are currently developing supply chain standardiza- 
tion, so that they can save procurement costs by creating accepted definitions for 
commonly used parts and services. This would enable a manufacturer, for example, 
to solicit bids for a particular part from a worldwide group of potential suppliers — 


2 American Institute of Certified Public Accountants, Improved Business Reporting — A Cus- 
tomer Focus, http://www.aicpa.org/members/div/accstd/ibr/appiv.htm, February 21, 2000. 

3 See, e.g., PricewaterhouseCoopers, ValueReporting Forecast 2000, 1999. 

4 Organization for Economic Cooperation and Development, “Public-Private Forum on Value 
Creation in the Knowledge Economy — Overview,” 2000, http: / lwww.oecd.org / daf! corporateaf 
fairs / disclosure / intangibles.htm. 
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all of whom would understand the specifications the manufacturer desires without 
having to meet and discuss them. The definitional problems associated with this ac- 
tivity is not far removed from what would be required to develop common measures 
or indicators. 

Finally, for a number of years businesses have been developing, for internal use, 
indicators that tell management whether and how well a company is achieving its 
goals. These indicators are not shared outside the company, but they could be. In 
fact, a few companies do make some of their internal indicators public. Skandia 
International Insurance Company, a large Swedish insurer with a worldwide finan- 
cial services business, has for almost 10 years been making public, in time series, 
the indicators it uses to measure the success of some of its subsidiaries. 

To be sure, even if these internal indicators were made public they would still not 
permit the comparisons across competing companies that would be most useful to 
investors. Before this might be possible, certain indicators would have to gain indus- 
trywide acceptance. Nevertheless, making public the results of company-specific 
indicators, in time series, would be a good start. It is important to remember that 
Generally Accepted Accounting Principles — on which we rely today to make com- 
parisons among companies — hardly existed as late as the 1950’s. Financial account- 
ing is hundreds of years old, and for most of that time individual firms, and then 
whole industries, had unique ways of accounting and reporting their results. Al- 
though we do not have hundreds of years — or even half a century — to develop the 
indicators that are necessary to supplement financial statements, a good place to 
start might be with companies making public the indicators they use themselves. 

Finally, and perhaps most important, there is data indicating that increased dis- 
closure can have the effect of lowering capital costs. 5 This stands to reason — since 
more information reduces uncertainty and hence volatility and risk. If this can be 
demonstrated to the satisfaction of companies — either through analytical work or by 
observing experience of others — a virtuous circle could result, in which successful 
companies disclose extensive amounts of nonfinancial information in order to 
achieve lower capital costs, and others must follow suit in order to remain competi- 
tive. 6 A lot of value could accrue to the first mover. 

Thus far, I have discussed indicators that are derived or interpreted from oper- 
ating or other data of public companies. But there is also a class of information that 
might be called data elements. These are raw financial or nonfinancial facts that 
generally do not require any interpretation or compilation. As I suggested above, the 
number of patent citations would not be an example of such an indicator, since it 
requires the distillation of information from a number of sources. On the other 
hand, a data element might be a company’s daily sales. This is the basic information 
a company uses to prepare its financial statements. Data elements can also be non- 
financial information, such as the number of employees — assuming that the term 
“employees” is suitably and precisely defined. 

This data can also be disclosed, some or all of it in real time. The development 
of the Internet makes instantaneous communication, at virtually no communication 
cost, entirely feasible. In part, this would address the problem of periodicity in 
financial statements. If the market were to have access to significant information 
in real time it would put to rest a lot of speculation between quarters. 

But developments involving the Internet enable us to go a step further with this 
kind of quantitative raw data. A new Internet language known as extensible Mark- 
up Language, or XML, is now coming into common use. Up to now, information on 
the Internet has been stated in a language known as Hyper Text Markup Language, 
or HTML. HTML is basically a set of instructions to a display mechanism — a mon- 
itor or a printer — on how to display the document as a whole. It does not generally 
permit individual items of data to be identified and extracted from a document. 
XML, on the other hand, permits the tagging of individual items of data with defini- 
tions and context, so that they can be extracted from the document in which they 
are imbedded. The word “bank” in a document, for example, would be tagged with 
a definition that would distinguish its meaning as a financial institution from its 
meaning as the side of a river, allowing documents on the Internet to be word- 
searched and data to be extracted for other uses. The accounting profession has 
begun to develop an accounting application of XML, known as XBRL. The details 


5 Botosan, Christine A., “Disclosure Level and the Cost of Capital,” Accounting Review 72(3) 
(July 1997): 323. 

6 In working on The GAAP Gap in 2000, I was unable to find any firm that was actively in 
the business of developing indicators that would help clients ascertain the value of their intan- 
gible assets and eventually disclose this information as a supplement to their regular financial 
reports. Since then, I have come across Booth Morgan Consulting, LLC, with offices in Virginia 
and Connecticut, which does this for financial services firms. 
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of this innovation are covered extensively in The GAAP Gap and in Bob Litan’s for- 
mal testimony today. 

Clearly, the disclosure of data elements in real time is far different from the use 
of indicators. For one thing, companies would simply be disclosing factual informa- 
tion. Assuming it is accurate, there should be little if any legal liability associated 
with disclosures of this kind. Moreover, it is far less costly to develop this infor- 
mation than to develop the information used in indicators, since by and large it is 
information that 20 companies maintain anyway — either to prepare their financial 
statements or for other business purposes. 

There is still the issue of providing useful information to competitors, but the 
question would be whether any of this data would provide as much useful informa- 
tion to competitors as the many things companies have to do “in the clear” — such 
as building plants, making acquisitions, or hiring skilled personnel. In any event, 
whether information will be of use to competitors is a matter to be worked out in 
considering specific information, not a reason to reject the whole idea out of hand. 

The Role of Policymakers 

The issue for policymakers is how to stimulate the development of indicators and 
more attention to the disclosure of information in real time. The SEC has thus far 
taken no serious steps in promoting alternative or supplemental forms of disclosure, 
although under its new chairman there appear to be slight stirrings of interest. Nev- 
ertheless, SEC humility in this area would be well-advised. Companies, accountants 
and analysts can take the lead, and should. 

Indeed, SEC mandates of any kind would be highly counterproductive. As we have 
seen in the past, SEC requirements quickly produce boilerplate disclosures and sti- 
fle innovation. There are sufficient potential benefits for companies in the form of 
lower capital costs to believe that once the best companies start disclosing additional 
information — and seeing these benefits — others will feel compelled to follow suit. 

On the other hand, the SEC could perform a valuable role without issuing man- 
dates. It could encourage voluntary action — convening groups of companies, dealing 
with objections, seeking solutions that attract support, emphasizing that investors 
need information in order to make rational choices. In my experience, companies are 
highly responsive to requests from the Government for new thinking; what they do 
not want to do is waste the time of their executives. 

In summary, then, there is clearly a current and growing need for information 
that supplements conventional GAAP financial statements. Indeed, the continued 
efficiency of our economic system depends on developing this supplementary infor- 
mation. Through the Internet, there are now inexpensive ways that this information 
could be made available to investors, and a strong basis to believe that both compa- 
nies and investors will be benefited by such disclosure. What is needed, however, 
is the will among policymakers and businesses to proceed. This Committee could do 
much to encourage more attention to this question by the SEC. 

Mr. Chairman, that concludes my testimony. Thank you for the opportunity to 
present these views. 

Indicators Source: 

Elliott, Robert K., “The Third Wave Breaks on the Shores of Accounting,” 
Accounting Horizons 6(2) (1992): 61-85 and Elliott and Peter D. Jacobson, 
“Costs and Benefits of Business Information Disclosure,” Accounting Hori- 
zons 8(4): 81-82. 

Percent of sales from products developed in last x months 
Average time to bring a new idea to market 
Market’s perception of quality of product 
Market’s perception of quality of service 

Percent (or number) of customers accounting for x percent of sales 
Customers industry concentration 

Percent (or number) of suppliers accounting for x percent of purchases 

Suppliers industry concentration 

Age of units being replaced 

Up-time ratios 

Mean-time to failure figures 

Customer reorder rates 

Percent of revenue from new products 

Elapsed time from raw materials to finished goods 

Break even time — time required to recover development costs 
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Jenkins Report: The American Institute of Certified Public Accountants, 
Improved Business Reporting — A Customer Focus 

http://www.aicpa.org/members/div/accstd/ibr/ppiv.htm, February 21, 2000. 

Reject rate for products 
Patents obtained annually 
Customer satisfaction 

Number of design and installation contracts received 
Ratio of contracts awarded to number of proposals 
Market share 

Average number of employees 
Average consumption of materials per employee 
Value of purchased components as a percentage of sales 
Product-development lead time 

PricewaterhouseCoopers, Value Reporting Forecast 2000, 1999. 

Six financial drivers: Sales growth rate, operating profit margin, cash tax rate, 
working capital to sales, capital expenditure to sales, and cost of capital 
Four nonfinancial drivers: Process, growth, and innovation, people, and customers 
Market share 

Share of customer spending 
Customer satisfaction 

Research and development productivity measured through number of patents per 
R&D dollar 

Size of its new product pipeline 

Time between development and marketing 

Time spent by employees on product innovation 

Relative strength of the company’s brands in relation to competitors’ 

Process costs per transaction 

Ranking in cross-industry benchmarking studies 

Efficient use of office space 

Outsourcing of nonvalue-adding activities to others who can perform more efficiently 

Kaplan, Robert S. and David P. Norton, The Balanced Scorecard, Harvard 
Business School Press, Boston, 1996. 

Revenue from new products 

Gross margins from new products and services 

Percentage of revenues from new customers, market segments or geographic regions 
Percentage growth of business with existing customers 

Number of responses to solicitations, or the conversion rate at which customers re- 
sponding to solicitations actually purchase goods or services 
Solicitation cost per new customer acquired, or new customer revenues per dollar 
of solicitation cost 

Breakeven time, or BET, measures the time it takes for a new product to recover 
its development costs 
Gross margin from new products 

Number of employees qualified for specific functions that the company will need in 
the future 
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RESPONSE TO WRITTEN QUESTION OF SENATOR MILLER 
FROM JAMES G. CASTELLANO 

Q.l. On March 8, 2002, The New York Times ran a story entitled 
“A Market Solution to the Accounting Crisis” by Joshua Ronen. Mr. 
Ronen suggests, “instead of appointing and paying auditors, cor- 
porations should be able to buy financial statement insurance.” He 
says this would protect investors against losses suffered as a result 
of misrepresentations in financial statements.” And he says it 
would “redirect the auditor’s loyalty to where it belongs: A corpora- 
tion’s employees, creditors, and shareholders.” What do you think 
of this idea? 

A.l. We have a number of concerns regarding Mr. Ronen’s pro- 
posal. His proposal would move the independent audit from one of 
assurance to one of insurance. In other words, it would shift the 
auditor’s report from one that says to the public that in the audi- 
tor’s opinion, the company’s financial statements, in all material 
respects, present fairly the financial position and results of oper- 
ations of the company in accordance with Generally Accepted Ac- 
counting Principles. An auditor’s report under Mr. Ronen’s proposal 
would say that if there is an error in the financial statements, 
there is insurance to cover the losses. It would not address the 
accuracy of the statements. Even if the public believe they would 
ultimately be paid for any losses suffered as a result of reliance on 
financial statements containing material error, this would not en- 
hance investor confidence. Knowing that it might be years before 
any damages are paid is a disincentive. The public needs to feel 
that the financial statements are materially accurate. 

We do not have the insurance expertise to comment on Mr. 
Ronen’s assertions that insurance companies would be happy to 
have this new business and that costs would not rise as a result 
of the new insurance product he is advocating. However, reflecting 
back on the banking and S&L crisis of the late 1980’s and early 
1990’s, when the FDIC sued many directors of failed banks, we 
note that D&O insurance became extremely hard to purchase and 
increased in cost exponentially at that time. We note that damages 
for audit failures can be massive and must therefore question both 
the appetite of insurance companies to take on such a huge under- 
writing risk, and the assertion that costs will not increase. 

The proposal would have the insurance carrier appoint and pay 
the auditor to assess the financial condition of the prospective cli- 
ent. Given the cost of an audit, we do not believe that an insurance 
company would be willing to pay the large audit fee for the assess- 
ment, knowing that it would have to swallow the cost if it decided 
not to insure the company. And a company would balk at paying 
for the assessment knowing that if the insurance company decided 
not to give it insurance coverage, it would have to pay for another 
assessment with another carrier. And if no carrier would insure the 
financial statements of a company, there would be no protection for 
the public because the financial statements would be unaudited. 

We also believe that insurance companies would base part of 
their underwriting on the condition of the company, and not the ac- 
curacy of the financial statements. If a company fails, or has losses 
that result in a reduction in its stock price, the probability of a law- 
suit alleging accounting irregularities is high. Thus, companies in 
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poor financial condition that have accurate financial statements 
would be unable to acquire the insurance, or would have to pay an 
exorbitant premium for the insurance. And the company would 
then not have an audit. This would deprive the public of having the 
assurance that the financial statements are audited. 

The interests of an insurance company and the interest of inves- 
tors are quite different. The insurance company looks to minimize 
its risks for the protection of its shareholders. It would inject itself 
into the decisionmaking process that occurs during an audit. And 
it would do so without the expertise needed to make the appro- 
priate decisions. One needs only look at the managed care field 
where insurance companies make decisions regarding medicines 
that can be prescribed, and medical tests and procedures that can 
be used based an cost considerations, and not on the informed med- 
ical judgment of the treating physician. This type of decision- 
making process regarding the conduct and findings of an audit 
would not protect the public interest. 

Mr. Ronen bases his idea on the erroneous theory that the audi- 
tor’s loyalty is misplaced. That is not true. Seventy years ago the 
Congress determined that the auditor’s independence would not be 
compromised if the auditor was hired and paid by the company. We 
continue to believe that the auditor’s independence is not com- 
promised because the auditor is hired and paid by the company. 

In fact, the success of the profession in protecting the public in- 
terest is impressive. Of the small number of instances where there 
has been an audit failure, many were caused by company fraud 
perpetrated on the auditor. The profession has been working to up- 
grade auditing procedures that will ferret out such fraud, and re- 
cently issued proposed audit standards that will help to uncover 
any such attempts. 

The balance of the failures are caused by human error — some- 
thing that will unfortunately occur in every human endeavor. Such 
failures result in disciplinary action being taken against the audi- 
tor. The profession requires an extremely tough and comprehensive 
exam to become a CPA, and has extensive continuing education re- 
quirements and disciplinary deterrents to keep auditors an their 
toes and to keep the instances of human error at a minimum. 

To further ensure that the audit will be free from error, the pro- 
fession has endorsed unprecedented and rigorous reforms in the 
discipline and quality monitoring of the accounting profession. 
While self-regulation has been a hallmark of our profession for 
nearly 110 years, we appreciate that the times call for such meas- 
ures to restore investor confidence. This new disciplinary and qual- 
ity monitoring body would look at independence, auditor perform- 
ance, and firm quality control on a continuing basis and would help 
to ensure the highest standards of independence exist in every 
audit. 

RESPONSE TO WRITTEN QUESTION OF SENATOR GRAMM 
FROM ROBERT E. LITAN 

Q.l. Would you provide for the Committee your views as to why 
there is such heavy market concentration at the top of the account- 
ing industry? In other words, the industry is divided into two 
groups, the Big 5, and everybody else, with a huge gap in market 



890 


share between the two groups. Why is the industry so dominated 
by the Big 5, and why over the last several decades has the num- 
ber of firms in the dominant group declined, with no new entrants 
from below? 

A.l. The answer to the questions about how we got to the Big 5 
is quite easy: Mergers. Of course, at the time of the various merger, 
there were those who worried about growing concentration in the 
industry, but under the conventional yardsticks used to judge 
mergers, the various transactions passed muster, and if they had 
been challenged in court, I suspect that Justice would have lost. 

As for the lack of new entrants into the upper tier, the expla- 
nation is probably two fold. For one thing, there certainly appear 
to be economies of scale in auditing, although it is not clear at 
what point they are exhausted. Second, there appears to be pres- 
tige value for listed companies to have one of the Big 5 do their 
audits — at least until Enron. Much the same effect is at work in 
investment banking, where it is difficult for lower tier firms to 
break into the top bracket. The open question now is whether in 
the wake of Enron, some of the prestige associated with a Big 5 
audit will wear off and allow lower tier firms to move up. Only 
time will tell. 

RESPONSE TO WRITTEN QUESTION OF SENATOR MILLER 
FROM ROBERT E. LITAN 

Q.l. On March 8, 2002, The New York Times ran a story entitled 
“A Market Solution to the Accounting Crisis” by Joshua Ronen. Mr. 
Ronen suggests, “instead of appointing and paying auditors, cor- 
porations should be able to buy financial statement insurance.” He 
says this would protect investors against losses suffered as a result 
of misrepresentations in financial statements.” And he says it 
would “redirect the auditor’s loyalty to where it belongs: A corpora- 
tion’s employees, creditors, and shareholders.” What do you think 
of this idea? 

A.l. This is an interesting idea, with a very worthy objective: Hav- 
ing the auditors work for someone else other than management. 
Nonetheless, this proposal is likely to have the same practical prob- 
lems I raised in my testimony with respect to other third parties: 
How to manage the selection of auditors for over 10,000 listed com- 
panies. 

There is nothing stopping the insurers from adopting the Ronen 
solution now; the real question is why no insurer has offered such 
coverage voluntarily. I suspect it is because of the daunting prob- 
lems involved in picking the insurer, as well as because no corpora- 
tion — or precisely, no management — yet sees it within its financial 
interest to let the insurer hire the auditor. 

It is possible that if, by law, listed firms were required to let 
their audit committees choose the auditor, the incentives might 
change. With the decision to hire the auditor lodged in some per- 
sons outside management, it is conceivable that insurers might de- 
velop the product Ronen advocates because there might be some 
demand for it. 

A more direct solution, of course, would be to prohibit companies 
from hiring their own auditor. This would require the invention of 
an insurance scheme of the type Ronen suggests. But there is no 
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certainty at the outset that enough capacity would exist to cover 
all listed companies. Such a step, therefore, would run a significant 
risk of leaving some companies uncovered altogether. 

These are initial impressions, and it may well be that the Ronen 
idea could be implemented in a way that surmounts these and pos- 
sibly other practical objections. I would encourage the Senator’s 
staff to discuss the idea more directly with Ronen. 




ACCOUNTING REFORM AND 
INVESTOR PROTECTION 


TUESDAY, MARCH 19, 2002 

U.S. Senate, 

Committee on Banking, Housing, and Urban Affairs, 

Washington, DC. 

The Committee met at 9:35 a.m. in room SD-538 of the Dirksen 
Senate Office Building, Senator Paul S. Sarbanes (Chairman of the 
Committee) presiding. 

OPENING STATEMENT OF CHAIRMAN PAUL S. SARBANES 

Chairman Sarbanes. Let me call this hearing to order. 

This morning, the Senate Banking, Housing, and Urban Affairs 
Committee conducts the eighth in a series of reviews of accounting 
reform and investor protection issues raised by the problems of 
Enron Corporation, and other public companies. Today’s hearing 
will focus on issues raised by the oversight and regulation of the 
accounting profession, corporate governance, and stock analyst con- 
flicts of interest. 

These issues predate Enron’s collapse. We have other examples 
of the problem. Nearly 20 years ago, the Supreme Court observed: 

By certifying the public reports that collectively depict a corporation’s financial 
status, the independent auditor assumes a public responsibility transcending any 
employment relationship with the client. The independent public accountant per- 
forming this special function owes ultimate allegiance to the corporation’s creditors 
and stockholders, as well as to the investing public. This “public watchdog” function 
demands that the accountant maintain total independence from the client at all 
times and requires complete fidelity to the public trust. 

The charter of the Public Oversight Board provides the following: 

The Public Oversight Board shall oversee the audit and independent standard set- 
ting, peer review, quality control, and monitoring bodies relating to . . . [the SEC 
Practice Section], which is composed of accounting firms that audit the financial 
statements of some 17,000 public corporations that file reports with the SEC mem- 
ber firms, in order to represent the public interest on all matters that may affect 
public confidence in the integrity, reliability, and credibility of the audit process. 

There is a sobering comparison to be made between that charter 
statement and the Resolution of Dissolution that the Public Over- 
sight Board approved unanimously on January 20, 2002, after vot- 
ing to disband. 

We look forward this morning to hearing about the experiences 
of the Public Oversight Board with the major accounting firms and 
the SEC, as well as to hearing the recommendations of the Public 
Oversight Board members regarding regulation of accountants. 

( 893 ) 
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I will defer my comments on other matters this morning, cor- 
porate governance and stock analyst conflict of interest, until we go 
to our second panel, which will be directed toward that subject. 

Before I introduce our other witnesses on our first panel, I will 
turn to my colleagues for any opening statements. 

Senator Gramm. 

COMMENTS OF SENATOR PHIL GRAMM 

Senator Gramm. Well, Mr. Chairman, I will be brief because we 
have two panels this morning, and we also have a lot going on in 
the Senate, which is why many of our colleagues are not here. I 
am going to be in and out myself as we deal with campaign finance 
reform and as we deal with the energy bill, and an amendment 
that I am directly involved in. 

Again, as I have on several occasions, I want to thank you for 
the forward-looking nature of these hearings. It is my opinion that 
Congress, especially the Senate, has not covered itself in glory dur- 
ing this process. I think this Committee has done an excellent job. 

I think we have focused on the problem and what we have the 
legislative responsibility to do to fix it. I continue to believe that 
our mission is to try to determine what we can do to improve the 
current process, what are the benefits of making legislative change, 
what are the costs of making legislative change. And I think we 
have to come to a delicate balance of the two. 

As I have said on many other occasions, I am a firm believer in 
the legislative equivalent of the Hippocratic oath: First, do no 
harm. I believe that there are changes that need to be made, and 
I think there is a consensus for us to act legislatively. I think that 
this Committee has a very important responsibility in that if we 
can put together a bipartisan bill, I think it will hold up on the 
floor of the Senate and will ultimately become law. 

We have heard from many good witnesses in trying to focus our 
thinking on this subject. We have two excellent panels today. I look 
forward to hearing from them, and I want to thank each of you for 
coming and sharing your views and your experience with us. We 
are long on theory, but we are short on practical experience. 

I took two accounting courses. I liked both of them. But when 
they assigned the practice set in the second course, that was the 
end of my career as a college student in accounting. It was too hard 
and too boring, and I did not have the personality for it. That is 
why I got into economics. 

Thank you, Mr. Chairman. 

Chairman Sarbanes. Thank you. 

Senator Corzine. 

COMMENTS OF SENATOR JON S. CORZINE 

Senator Corzine. I once again thank you for this hearing. After 
that comment on accounting versus economics, I have a hard time 
having any kind of rejoinder. 

I always thought accounting was exciting. 

[Laughter.] 

And particularly, I want you to know that I support you com- 
pletely in that concept. 
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I will tell you that there was nothing more important than the 
day that I sat down with our auditors and signed our audited fi- 
nancial statements as a CEO. 

So, it got your attention then. It has my attention now, and it 
is has the country’s attention and we will work hard to try to get 
to a responsible, balanced, and bipartisan view on how we should 
move forward. 

I compliment the Chairman and the Ranking Member for their 
leadership in this effort. 

Chairman Sarbanes. Thank you very much, Senator Corzine. 

I might say to my colleagues, we have two nominees that, if we 
get a quorum, we will consider here. If not, we will try to do it off 
the floor, two members of the National Credit Union Administra- 
tion Board, on whom hearings were held a week or so ago. We 
would like to move them along, with the objective of getting them 
into place before we break for the spring recess. 

Our first panel this morning consists of Charles Bowsher, who 
joined the Public Oversight Board in 1997, and has served as its 
Chairman since 1999. 

We all know Chuck Bowsher very well, of course, because he 
served as the Comptroller General of the United States — he was 
with the GAO from 1981 to 1996. He was also a partner at Arthur 
Andersen and worked with them from 1971 to 1981. He was Assist- 
ant Secretary of the Navy for Financial Management from 1967 to 
1971. 

Aulana Peters is a member of the Public Oversight Board, and 
a partner in Gibson, Dunn & Crutcher, a law firm that she has 
been with since 1973. From 1984 to 1988, Ms. Peters served as a 
Commissioner of the Securities and Exchange Commission. She 
served on the Financial Accounting Standards Advisory Council to 
the Financial Accounting Standards Board, and on the Board of Di- 
rectors for the American Institute of Certified Public Accountants. 

They are joined at the table by Alan Levenson, Counsel to the 
Public Oversight Board and a Senior Partner at the firm of Ful- 
bright & Jaworski. Alan Levenson is a former Director of the SEC’s 
Division of Corporation Finance. 

We are very pleased to have this panel with us this morning. Mr. 
Bowsher, why don’t you lead off and then we will go to Ms. Peters 
and we will proceed from there. 

I do not know whether Mr. Levenson will simply assist or have 
a statement to offer. 

Mr. Levenson. Supplement. 

Chairman Sarbanes. All right. Very good. 

STATEMENT OF CHARLES A. BOWSHER 
CHAIRMAN, PUBLIC OVERSIGHT BOARD 
FORMER COMPTROLLER GENERAL OF THE UNITED STATES 
ACCOMPANIED BY: ALAN B. LEVENSON 
COUNSEL TO THE PUBLIC OVERSIGHT BOARD 

Mr. Bowsher. Thank you very much, Mr. Chairman, Senator 
Gramm, Senator Corzine. It is a great pleasure to be here today. 

As you just pointed out, I am joined by Aulana Peters and Alan 
Levenson here at the table. Norm Augustine, one of our other 
board members, is out of the country and unfortunately could not 
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be here. And you have heard from John Biggs before, at another 
one of your testimonies. 

I thought that it might be worthwhile to open with a little bit 
of history on the regulatory oversight of the accounting profession. 

The accountants really got started in this country when the Brit- 
ish sent their accountants over from London and Scotland in the 
late 1890’s. There was an organization formed, a predecessor to the 
American Institute of Certified Public Accountants — the AICPA. 

But there was really not that much oversight until we had the 
great stock market crash in 1929. Then we had Congressional 
hearings; we had the 1933-1934 Acts passed. In those, Congress 
mandated — on the advice of some accountants who testified — that 
there should be an annual audit and there should be accounting 
standards that the auditors could audit against. 

That authority was given to the SEC, but on a vote of 2 to 1, 
with Joe Kennedy being the Chairman and Justice Douglas being 
the dissenting vote, they delegated that responsibility to the pri- 
vate sector. It went to the AICPA, which did it for many years. 

Actually, Congress did not look again at the accounting profes- 
sion until the 1970’s. What triggered that investigation was the 
bankruptcy of the Penn Central Railroad, which was the greatest 
bankruptcy in American corporate life up to that point in time, and 
the first big one that we had had, really, after World War II. 

We also had the “sensitive payments” problems, which meant 
that some foreign officials were being paid bribes by some of our 
American companies. The auditors were not told about it and, 
therefore, did not report it. That was a big issue. 

So, we had two hearings in the late 1970’s, one by Chairman 
Metcalf in the Senate, and one by Congressman Moss in the House. 
Out of those hearings came some advice from Senator Metcalf, par- 
ticularly to the accounting profession, that the accounting firms 
ought to go away and come up with what he thought they could 
devise — a self-regulatory program. That is when they set up the 
current self-regulatory program that we have, which is headed up 
by the SEC Practice Section. That is an independent group under 
the AICPA which the firms have to belong to. Prior to 1977, the 
firms never belonged to the AICPA, only individual CPA’s. 

We also at that time started the peer review process to try to 
check to see how the auditing firms were doing as far as following 
good standards, good policies, good procedures. 

That was tested as a result of the Penn Central bankruptcy 
when Sandy Burton, the Chief Accountant of the SEC, thought that 
was something that could be done that would help improve audit- 
ing. The auditing firms resisted it, but once they went through it, 
found that it wasn’t all that bad. And so, that was part of the new 
self-regulatory process. 

However, I do want to point out that the new self-regulatory pro- 
grams, although innovative in their time, and I think really con- 
tributed to better auditing over the years here in this country and 
around the world, where many other features of it have been 
adopted, there were some doubts. 

Sandy Burton, the former distinguished Professor of Accounting 
at Columbia University, and at that time, the Chief Accountant of 
the SEC, warned in testimony before the House Interstate and For- 
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eign Commerce Committee in 1978, that peer review “is likely to 
be seen as a process of mutual back scratching.” In other words, 
one firm doing the audit — the peer review — of another. He also 
warned that “it is highly doubtful that a part-time POB can either 
in fact or in perception” provide an effective substitute for statutory 
regulation. 

Harold Williams, Chairman of the SEC at that time, said that 
the “effectiveness and credibility of the Public Oversight Board de- 
pends on its independence, including its willingness to be critical 
when called for and its ability to make public its conclusions, rec- 
ommendations, and criticisms.” Chairman Williams also made the 
point that an effective POB could only be effective “if it is not im- 
peded in performing its functions and responsibilities.” 

Now a quarter century after those reforms, I believe events of 
the recent months here in the last 2 years demonstrate that the 
warnings of Dr. Burton and Chairman Williams have come to pass. 
I have come to the conclusion, as my fellow board members have, 
that the voluntary, self-regulatory program needs to be replaced 
because it has failed to keep pace with the challenges faced by the 
profession. More troubling is the resistance of the profession’s trade 
association, the AICPA, and several of the Big 5 firms to really em- 
brace major reform. 

Arthur Levitt, the former Chairman of the SEC, also described 
this problem in recent testimony before your Committee when he 
said that “more than three decades ago, Leonard Spacek, a vision- 
ary accounting industry leader, stated that the profession could not 
‘survive as a group, obtaining the confidence of the public . . . un- 
less as a profession it had a workable plan of self-regulation.’ Yet, 
all along the profession has resisted meaningful oversight.” And he 
was really talking about the period from 1943 to 1973. 

In 1980, the SEC said in a report prepared for the Senate Com- 
mittee on Governmental Affairs that the POB had an obligation to 
“serve as the conscience and critic of the self-regulatory effort.” The 
POB’s charter, which was completed a year ago, provides that the 
POB is “to represent the public interest on all matters that may 
affect public confidence in the integrity, reliability, and credibility 
of the audit process.” 

In the last 2 years, we have had several unfortunate situations. 
One was that in May of 2000, after the POB had been asked to do 
some special reviews of the major accounting firms, to see if there 
were independence problems at their firms. This request came after 
PricewaterhouseCoopers had had a special review and 8,000 infrac- 
tions were reported. Some of those were technical, but there were 
at least 200 fairly serious ones that the chairman of their partner- 
ship acknowledged. 

We went forward with the request that the SEC asked us to do, 
to do a review of the other four big firms. Much to our surprise, 
we had our funding cut off, something that had never happened in 
over 20 years. And Mel Laird, who is a former Congressman, nine- 
term Congressman, former Secretary of Defense, and the longest- 
serving member on our POB, who was still on the POB at that 
time, said it was the “worst incident in my 17 years” on the POB. 
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Following the decision to cut off the funding of the POB’s special 
reviews, the SEC and the Big 5 did come into agreement on how 
to do the reviews by splitting them into two efforts. 

One, a look back where they asked each firm to hire a lawyer 
which the SEC would agree upon, to look back and see how many 
infractions there were. And then the look forward, which we were 
supposed to do, and look forward to see how well the new systems 
that the firms had implemented, were working along with the 
training, the leadership, and everything like that. 

Unfortunately, after 21 months, we have not been able to do 
those reviews and, again, we just ran into various delaying tactics. 

Then, of course, it took over a year to get our charter approved. 
Norm Augustine, one of our fellow Board members, said that after 
a while, one gets very discouraged that people cannot come into 
agreement faster on something like just a charter. 

But I think the precipitating event that caused us to terminate, 
as you pointed out Mr. Chairman, in January, was the proposed 
new regulatory structure that the Chairman of the SEC, Harvey 
Pitt, presented for the accounting profession. This plan was worked 
out in private talks between the SEC and the AICPA and the Big 
5 accounting firms, with no input from the POB, which repeatedly 
had been assured that it would be consulted. 

This new proposal effectively rendered the POB a lame duck. The 
POB believed it could not oversee the activities of the accounting 
profession under the circumstances, and that it would mislead the 
public to appear to do so. 

Furthermore, the POB was concerned that if we were to continue 
in operation during an interim period before the new governance 
structure was in place, it would leave the impression that it ap- 
proved of the new proposal that the SEC had put forward, which 
we did not approve. 

As the “conscience and the critic,” the POB felt it had no choice 
but to disband. We felt that only by so acting could we protect the 
public interest. What the POB did was really akin to what the 
auditor does when it believes it must resign from a client engage- 
ment because of a fundamental disagreement with the client. 

Now attached to my testimony, Mr. Chairman, are copies of the 
letters I sent as Chairman to Mr. Pitt on January 21 and January 
31, detailing our decision to terminate. These letters are attached 
as Appendix A and Appendix B. 

Chairman Sarbanes. Your statement and the attachments will 
be included in full in the record. 

Mr. Bowsher. We appreciate that, Mr. Chairman. 

What we have proposed today in our White Paper is a new regu- 
latory structure that we think the accounting profession needs and 
we believe that, to be effective, it must be totally independent of 
the accounting profession and it must be based on the foundation 
of Congressional action in creating a new, self-regulatory organiza- 
tion. If you look at the chart that we have — it is the last exhibit 
on the White Paper. It is also in the testimony. It shows the new 
format for this new oversight board that we would recommend. 

We recommend that the Congress create a new Independent In- 
stitute of Accountancy and center all regulation under its auspices. 
A seven-member board would run the institute totally independent 
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of the AICPA, the Big 5, and other firms. The chair and the vice 
chair would be full-time employees of the institute. Five other 
members, or thereabouts, whichever mix they would like to make, 
would serve on a part-time basis. We suggest that they all be ap- 
pointed by a panel composed of the Chair of the SEC, the Chair 
of the Federal Reserve, and the Secretary of the Treasury. Once 
named, the chair of the new board would also join the other three 
in naming the other members of the board. The members could 
only be removed by a vote of two-thirds of the board itself. 

The SEC, as we show on the chart, would have oversight of this 
new IIA Board, and the SEC’s Office of Chief Accountant would 
have the liaison, we assume, to this new self-regulatory group in 
the private sector. 

If you look on the left-hand side, what we show is that all three 
of the standard setting bodies would be under this new board. In 
other words, we would bring the accounting principles — the Finan- 
cial Accounting Standards Board or the FASB — under this board. 
We would also bring in the auditing standards and the independ- 
ence standards. So that you would have all the standard setting 
under this new board. 

Then the new board would also have the ability to do reviews, 
both annual reviews, which would replace the 3 year peer review 
that we have historically had, as well as special reviews done by 
the professional people in this organization. 

The board would also have the enforcement and the discipline, 
the continuing professional education and the international liaison. 

We feel that it is very important to get all of the functions of the 
accounting world, you might say, under this one oversight board, 
which then could act as different problems come up. 

In other words, if there is a problem in accounting, the account- 
ing principles would be within it. Sometimes you need the auditing 
standards to tell you what is the effect or the auditability of a new 
FASB standard. Right now, they have to do it on an informal basis. 

The independence group, of course, was established with the 
Independence Standards Board — the ISB — a couple of years ago, 
but then was disbanded. This proposal would bring it all back 
under one independent board. 

I might also say that we see the funding here being provided 
through fees imposed on public corporations in amounts sufficient 
to cover the costs of this institute. The POB strongly believes that 
the funding mechanism must be beyond the reach of the profession 
to prevent it from withholding necessary funds as it did in May 
2000. 

Now beyond setting up the new institute, we are recommending 
certain other issues to be considered by the Congress. 

With regard to nonaudit services for audit clients, the POB rec- 
ognizes that there has been disagreement on restricting scope of 
services and that various models have been suggested for what 
should be allowed and what should be excluded. 

The POB strongly agrees with a point made in President Bush’s 
10 point reform plan that “Investors should have complete con- 
fidence in the independence and integrity of the companies’ audi- 
tors.” The specifics of the President’s plan recognize the importance 
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of prohibiting certain nonaudit services in order to safeguard audi- 
tor independence. 

We take note of a statement issued by the AICPA on February 
1, 2002, in which it affirmed that it “will not oppose Federal legis- 
lation restricting the scope of services that accountants may pro- 
vide their public audit clients, specifically in information tech- 
nology and internal audit design and implementation.” 

Against this background, the POB proposes that the SEC regula- 
tions concerning independence be legislatively codified with appro- 
priate revisions to update restrictions on scope of services involving 
information technology and internal audit services as noted above. 
At the same time, the POB believes such legislation should affirm 
that tax work not involving advocacy and attest work by the audit 
firms in connection with SEC registration and other SEC filings be 
allowed. 

Now, I know that other witnesses before your Committee have 
raised concerns — the AICPA especially — about cascading effects 
down to the smaller auditing firms and to the smaller businesses 
in this country. 

The POB believes that small public businesses, to be defined by 
the SEC, should not be subject to any restriction on nonaudit serv- 
ices for their audit clients. Further, with respect to the nonpublic 
corporations, it is the POB’s position that such corporations and ac- 
counting firms that audit them should not be subject to any restric- 
tion on nonaudit services. We expressly emphasize this to avoid 
misunderstanding and any consequences to small business and 
small audit firms. 

We are also recommending that the auditors should be rotated 
every 7 years. Right now, there is a rule in the auditing world that 
the partner has to be rotated every 7 years. We believe that the 
time has come now to consider rotating the firms themselves. John 
Biggs, one of our fellow members strongly believes in this. 

We think, as a corollary, public corporations would be prohibited 
from firing auditors during their term of service unless such action 
is determined by the audit committee to be in the best interest of 
shareholders, with prompt notice to the IIA and the SEC. Such ac- 
tion would be required to be publicly disclosed by corporations in 
current reports and proxy statements filed with the SEC. 

Another area that we want to make a recommendation on is the 
revolving door. We believe that engagement and other partners 
who are associated with an audit should be prohibited from taking 
employment with the affected firm until a 2 year cooling-off period 
has expired. 

I know, Senator Corzine, in your bill, you have 3 years, and that, 
too, would appear to be reasonable. But we do believe that we need 
a cooling-off period. For many years, all of us have tried to avoid 
that with some oversight by the auditing firm. But in recent al- 
leged audit failures, there have just been too many incidents, it ap- 
pears, of having too many people from the old auditing firm in the 
senior financial positions of the audit client. 

We would also recommend that the institute expand on the rec- 
ommendations of the recent Blue Ribbon Committee. I know you 
are going to have Chairman Whitehead, who was Co-Chairman of 
our Blue Ribbon panel, on your next panel, Mr. Chairman. But we 



901 


would recommend, too, as I believe he does in his statement, that 
it be made clear that the external auditors should be accountable 
to a firm’s board of directors and its audit committees, and not to 
management. Specifically, the audit committee should take respon- 
sibility for hiring, evaluating, and, if necessary, terminating an 
audit firm. 

Another item that we would like to bring up is a proposal to dis- 
courage conflicts of interest involving public corporations, we think 
that Congress should amend the Securities Exchange Act of 1934 
to require more meaningful and timely disclosure of related-party 
transactions among officers, directors, or other affiliated persons 
and the public corporation. Such disclosures should be made 
promptly in current reports as well as in proxy statements filed 
with the SEC. 

The last item that we highlight in our testimony today is that 
management of public corporations should be required to prepare 
an annual statement of compliance with internal controls to be 
filed with the SEC. This is a recommendation that was made in the 
General Accounting Office report in 1996, to improve the auditor’s 
ability to provide more relevant and timely assurances on the qual- 
ity of data beyond that contained in the traditional financial state- 
ments and disclosures. Both the POB and the AICPA at that time 
supported the recommendation that the GAO made, but so far, the 
SEC has not adopted it. I would hope they would at some point. 

Now, let me just say in closing that a decade ago this Banking 
Committee in the Senate was in the forefront of enacting major re- 
forms for the banking industry, reforms that were really widely op- 
posed by the banks and their lobbyists. Opponents then predicted 
gloom and doom for the industry should the proposed reforms be 
enacted. In reality, the reforms contained in the Federal Deposit 
Insurance Corporation Improvement Act of 1991 repaired flaws in 
regulation of the Nation’s banking industry. More important, they 
significantly strengthened the industry. 

I am pleased that you have Bill Seidman here today as a witness 
because I think Bill’s work during that period was outstanding for 
our country. 

Today, the Congress again is called upon, I think, to institute re- 
form. In the wake of the Enron debacle, the POB, acting as the 
“conscience and the critic” of the profession, strongly believes that 
to protect investors and the public, the old system of voluntary self- 
regulation for the accounting industry must be replaced. While 
many will urge that the Congress act with caution and that the 
profession be again given the opportunity to fix the present system 
with marginal changes, the POB believes it is time to resist the 
continuation of the status quo and move ahead with fundamental 
change. 

Mr. Chairman, you recently made the point that recent events 
have had a critical impact on the national confidence in the finan- 
cial markets, and that the time has come to focus on the protection 
of investors and the efficient functioning of our capital markets. I 
could not agree more. That is why I believe it is time to resist the 
continuation of the status quo and move ahead with fundamental 
change. 
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Mr. Chairman, that concludes my prepared testimony. I would 
like Aulana to be able to give hers, and then we would be happy 
to answer any questions. 

Chairman Sarbanes. Thank you, that was extremely helpful. 

Ms. Peters, we would be happy to hear from you. 

STATEMENT OF AULANA L. PETERS 
MEMBER, PUBLIC OVERSIGHT BOARD 
FORMER COMMISSIONER 
U.S. SECURITIES AND EXCHANGE COMMISSION 
RETIRED PARTNER, GIBSON, DUNN & CRUTCHER 

Ms. Peters. Good morning, Mr. Chairman, and Senator Corzine. 
Thank you very much for giving me this opportunity to speak to 
you today and share my views on what may be necessary as re- 
forms to the self-regulatory structure of the accounting profession. 

I would like to emphasize that the views I am about to express 
are based on the observations I was able to make as a member of 
the Public Oversight Board. 

Indeed, as a part of our oversight responsibilities, I have begun 
to come to the conclusion that some changes were needed long be- 
fore the Enron scandal was emblazoned across the press and the 
problems of Arthur Andersen started to surface. I emphasize that 
because, of course, I recognize Enron has created a circumstance or 
a situation where things have become more urgent and the percep- 
tion of the need for change has become more urgent. 

I agree that instead of permitting change to evolve as it has in 
the past, this crisis suggests that the change should be radical and 
immediate. 

Again, before launching into the specifics of my testimony, I 
would like to further emphasize that I had an opportunity over the 
past year to observe the workings of certain aspects of the self-reg- 
ulatory organization that currently exist, and I have concluded — 
my problems with the structure, with the system, lies in flaws that 
I perceive in the structure of the system and not necessarily in any 
competence of the individual professionals who are currently work- 
ing within the system to set standards, impose discipline, examine 
audit failures for systemic changes. 

These people are dedicated. They are very bright and they work 
hard for the only reward given to them, which is to further the pro- 
fession and its perception. It is just that times have changed and 
we have to move forward in a different process. 

Now, Chairman Bowsher has already indicated that members of 
the Public Oversight Board are in agreement that the change needs 
to be brought about by legislation. 

I would like to point out a couple of reasons why I personally be- 
lieve that legislation is very necessary here, as opposed to letting 
it come about in some other way. 

First, legislation would provide the new entity, whatever that is 
called. We call it the institute, and with your patience and indul- 
gence, I will refer to this entity that is yet to be created as the pro- 
posed institute. It would permit the institute to have a statutorily 
defined base of authority, which I think is critical. That would put 
it in a situation where it wouldn’t have to continually renegotiate 
or discuss exactly the parameters and the scope of its authority. 
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Second, legislation should, and will clarify the institute’s ability 
to conduct operations by providing it with a permanent source of 
funding. 

Now, I fully realize that nothing is permanent on this earth or 
in our world. But it is a lot better than being subject, again, on an 
annual basis or any other periodic basis, to negotiating with those 
that you regulate or those who are affected by your regulation, for 
money to proceed with your processes and your operations. 

So, I think that that is also very key as well, and it is a point 
with which we differ with respect to what I understand the SEC 
proposal is. 

Finally, legislation I believe is the most effective way to stream- 
line what former SEC Chairman Levitt and others have called the 
alphabet soup of governance that currently exists in the profession. 

Ladies and gentlemen, I do not think that you can look forward 
to any effective streamlining taking place as a result of negotiation 
with the parties involved. The Congress of the United States is 
going to have to take a position and bring, I hope, and I would rec- 
ommend, all of the different elements that constitute the corporate 
governance or the governance structure applicable to the account- 
ing profession under one umbrella, so that there is coordination 
and immediate flow-back and a single agenda within that organiza- 
tion, so that the profession can move forward effectively to do its 
job, and the self-regulatory entity can move forward effectively to 
do its job. 

Now with those comments about general legislative basis, I will 
just briefly comment on the benefits that I perceive would come 
from adopting the structure that the POB has proposed here. 

First, peer review, of course, has been a sacrosanct element in 
the structure for many years. I agree with Chairman Bowsher that 
it has served the profession well in many respects, particularly 
with encouraging the implementation of good quality control sys- 
tems. However, I also believe that our recommendations which also 
stems from the recommendations of the POB panel on audit effec- 
tiveness, and I suppose fair and full disclosure would require me 
to remind the Committee and I was a member of that panel, and 
you may take my views in that context. 

It does replace the triennial review with an annual review by the 
firms with oversight by the regulatory entity and it expands and 
provides for the expansion of the nature of those reviews, as I un- 
derstand it, to include more pointed and specific expertise being 
brought to bear on the systemic reviews, or the review of the sys- 
tems. But most significantly, the oversight of those reviews would 
be conducted by the institute’s personnel, thereby eliminating any 
perception of the fact that the peer reviews are done in a clubby 
atmosphere where individual firms may be unwilling to criticize 
their competitors because they do not want to set themselves up to 
be criticized in the future themselves. 

Another key difference would be that the POB’s recommended 
process, would not exclude from this annual review audits that are 
known to have problems, audits that are already the subject of liti- 
gation or governmental investigation. 

That I believe is key for the process to have a diagnostic value, 
to help you understand what went wrong so that you may be in a 
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position to adopt standards or take other steps to prevent the same 
thing happening in the future. 

Leaving peer review for a moment and going to the proposed 
changes that would relate directly to discipline, this is an area that 
really needs to be changed significantly. I think the processes that 
exist currently are divorced — the disciplinary processes are, in es- 
sence, divorced from the standard setting process. 

So although there is feedback and the current structure recog- 
nizes and the individuals operating the current structure recognize 
the need for feedback, that feedback takes a while for it to go 
through channels where what we know as the QCIC committee and 
the Peak Committee — QCIC is the Quality Control Inquiry Com- 
mittee. And the Peak Committee is that committee that deals with 
regulation or discipline for individuals, as opposed to firms. 

If they were brought together, you would not have a separation 
between trying to determine what problems stem from systemic 
flaws and what problems are related to bad judgment. And a lot 
of the audit failures are related to bad judgment of individuals in 
the field, which is how you come to have good peer review reports 
and failed audits within the same timespan or time period. 

It is important to bring all of these elements, including standard 
setting. I want to emphasize that I think it is very important to 
bring standard setting into the same bailiwick to be conducted 
under the same umbrella as discipline. 

I think I will limit my comments to the structural changes that 
we have recommended to those that I have just made, and go on 
to add my 2 cents, so to speak, on the issue of why the POB de- 
cided to resign. It is a very important issue and I would like to 
share my views or add my views to those offered by Chairman 
Bowsher. And what he has stated, I completely accept, embrace, 
and endorse. 

I do not have a different take on it, but I would like to outline 
certain facts that are very important to me, and were important to 
me in coming to the conclusion that my colleagues and I were cor- 
rect in voting to disband the Public Oversight Board, which, inci- 
dentally, was a post that I really looked forward to spending 7 
years working at. 

The facts are that on December 4, we were all in Washington 
and the POB learned, after the fact, that the Chairman of the SEC 
had met with representatives of the accounting profession to dis- 
cuss the implications of the Enron disclosures and the implications 
that those disclosures would have for the self-regulatory structure 
applicable to the accounting profession. 

Later, on January 4, Chairman Bowsher and I, along with our 
Executive Director, Jerry Sullivan, attended a meeting of the Exec- 
utive Committee of the SEC Practice Section. That is that part of 
the AICPA responsible for regulating those auditors who audit pub- 
licly held accountants. 

During that meeting, we learned from an offhand comment that 
the committee was actually working on a proposal that they in- 
tended to submit to the SEC and that they thought would be — it 
was said that it would be made public within a couple of weeks, 
or a few weeks, in anticipation of hearings being held by the Sen- 
ate, or other Congressional committees. 
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Quite frankly, I was surprised. I looked at Chairman Bowsher 
and he was surprised, as was Jerry Sullivan. 

At that time, I personally asked the gathered professionals to 
make sure that the POB was brought into the loop on this issue. 
I emphasized that, while our role was one of oversight and I had 
perfect understanding of the limitations of oversight, that I thought 
that it was very, very important for us to have an opportunity to 
conduct that oversight because, as we well knew, ultimately, what- 
ever was made public, whatever structure was proposed, the public 
and Congress would expect us to comment on it. And that we 
thought we should have an opportunity to understand it, to learn 
about it, and, if possible, to have some input into it before the fact. 

Well, on January 17, I learned through the staff of the POB that 
SEC Chairman Pitt was in the process of conducting a press con- 
ference, that was being televised. This was the first I had heard 
the public announcement of the proposal that was being made. Of 
course, Chairman Bowsher and our Executive Director learned 
about it an hour or two before. 

Now, for me, it is key that the Public Oversight Board, which 
currently is the only independent body being charged with over- 
seeing the accounting profession and with its self-regulatory efforts, 
assigned with the duty to act in the public interest, that for that 
entity to be excluded from the process that is dealing with an issue 
of great moment for the profession, is really not tolerable. 

I personally am not particularly concerned about whether the 
fact of exclusion was intentional or whether it was the uninten- 
tional result of bad timing. I really do not think that that should 
be a focal point of our consideration or an issue for debate in the 
public or private arena. 

But it is without a doubt the fact that the exclusion occurred cre- 
ated a circumstance in which the entity that was charged with 
being the eyes and the ears of the public in the process lacked in- 
formation, was in effect, in an informational vacuum. And without 
the information, without conducting the oversight, one can hardly 
advise or make any recommendations to either this body or be in 
a position to protect the public. 

With that, faced with those circumstances, my colleagues and I 
at the Public Oversight Board thought that we had no, and I be- 
lieve did, have no alternative, if you were to remain principled and 
act with integrity, but to disband, because to continue to pretend 
to be in the role, we would find ourselves perhaps misleading those 
who were watching us and counting on us to be in the position to 
protect the interest of the public. 

Now protect the interest of the public, we must keep in mind, 
was to observe the process, draw our conclusions about the process, 
and then report on the process. If we cannot observe the process, 
we have no basis to draw conclusions and we cannot make any 
forthright, honest report. 

I have nothing further to add to the written statement that has 
already been submitted, and I am happy to try and answer any 
questions that you may have for me. 

I am sure that Chairman Bowsher is also. 

Chairman Sarbanes. Very helpful testimony. Did you want to 
add anything else, Mr. Levenson? 
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Mr. Levenson. Not at this point, but thank you, Mr. Chairman. 

Chairman Sarbanes. Thank you all very much. We very much 
appreciate this panel. We particularly appreciate also the extensive 
White Paper that the Public Oversight Board has submitted to the 
Committee. That is going to be extremely helpful. 

I must say, Ms. Peters, it is hard for me to understand how it 
could have been expected that a proposal would have much credi- 
bility if there was a failure to consult or involve in the process of 
developing the proposal the Public Oversight Board, or, for that 
matter, a number of other interested parties as well. Obviously, 
that is exactly what happened. 

A very quick, in a sense, almost secret, consultation that then 
came forward with a proposal, did not get much traction. And obvi- 
ously, one purpose of these hearings is to avoid that kind of situa- 
tion and examine the basis for proposals. 

I want to ask some very specific questions because, as they fre- 
quently say, the devil is in the details. 

First of all, what do you see the relationship being between the 
SEC and the institute, as you have outlined it? I know you have 
the SEC in a box up above the institute. 

Mr. Bowsher. Yes. 

Chairman Sarbanes. What does that mean? How would that 
work? 

Mr. Bowsher. Yes. Well, we definitely see the SEC of having the 
oversight over this self-regulatory group, very much like they do 
with the New York Stock Exchange and the NASD. 

Traditionally, within the SEC, the executive group that has done 
the liaison and oversight role has been the Office of the Chief Ac- 
countant. So, we would see that as being the way it would be orga- 
nized. And the SEC would, as they always say, have the club in 
the closet. In other words, if the institute and its various compo- 
nents aren’t doing the job to their satisfaction, they could certainly 
bring the club out occasionally and point that out. 

We definitely see Government here. But we do not bring the unit 
into Government. In other words, we keep it in the private sector, 
funded in the private sector for several reasons. 

Chairman Sarbanes. Is the club a public disclosure and criti- 
cism, or even private disclosure and criticism, or does it involve the 
power to actually do some of the substantive things that are the 
responsibility of 

Mr. Bowsher. I think they have by law the power. 

As a former Commissioner, I think Aulana could testify that they 
have the power to make decisions if the private-sector oversight 
board is not making decisions in a certain area. 

Ms. Peters. I would wholeheartedly agree. The key is that this 
entity is being set up to, would be set up to regulate the accounting 
profession to the extent that for that portion of the profession that 
is involved in examining and reporting on the financial statements 
of publicly held corporations. And that is just a fraction of the en- 
tire profession and we must remember that. 

The SEC is the primary regulator and overseer of our markets 
and our financial reporting process and should remain so. The SEC 
will be always having the authority to bring lawsuits and adminis- 
trative proceedings against accountants and accounting firms for 
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violations of the law. This private entity, this institute, will have 
to also, to the extent that it is going to be making rules and setting 
some standards, but especially disciplinary rules, might want to 
pass those rules by the SEC. 

As well, there is a well-established precedent for self-regulatory 
organizations. I do not view the institute as the traditionally self- 
regulatory organization. But for these types of institutions to work 
under the aegis of the SEC and, in fact, that is what happens right 
now on an informal basis. It is just that the structure has not been 
formalized. 

Chairman Sarbanes. It could be argued that the SEC currently 
has the authority to do a great number of these things, but they 
just haven’t done it. 

Mr. Bowsher. Yes. 

Chairman Sarbanes. In the face of all kinds of pressures of one 
sort or another, which we are all very mindful of. I take it that is 
one of the reasons that you are recommending so strongly that 
there be a statutory basis for this regulatory organization. Is that 
correct? 

Mr. Bowsher. That is correct, Mr. Chairman. 

Chairman Sarbanes. Now, I want to address the cascading issue 
for a minute because it has been raised again and again by people 
in the profession. There are Members of this Committee that are 
sensitive to it. 

In my own mind, I had drawn a very sharp line at the public 
company and the nonpublic company, on the premise that once you 
go public and go into the markets and investors then can buy and 
sell your stock, you assume a different set of responsibilities. And 
that has been the premise of the securities law. 

You draw the line in a somewhat different place because you 
have a category in there of small public companies that are not 
going to be subject to the same limitations, whose auditors will not 
be subject to the same limitations as the auditors of the large pub- 
lic companies. 

Mr. Bowsher. Yes. 

Chairman Sarbanes. Now that creates an opening that can be 
expanded, or, indeed, contracted. But, presumably, the pressure 
would be toward expanding it. Why do you create that additional 
category? 

Mr. Bowsher. We create it primarily because there is concern 
that some of the smaller private companies are out there being au- 
dited by some of the smaller CPA firms. 

Chairman Sarbanes. The smaller public companies. 

Mr. Bowsher. The smaller public companies. And when the SEC 
did their rule last year on the scope of service, they provided that 
kind of a group. We were saying that we would certainly be, as out- 
side people, advising you, recognizing that that could be done here, 
too, in the same way as the SEC did it last year. 

I think they said anything under $200 million in sales, this 
would not apply. I think it could go the other way, too, and just 
draw the distinction, as you say, Mr. Chairman, between public 
companies and nonpublic companies. 

But we would not want this whole concept to not be considered 
by the Congress because people in the smaller communities and in 
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the smaller businesses and in the smaller CPA firms think that 
they are going to get a cascading effect down on them because of 
what we are proposing here, which is primarily for the larger pub- 
lic companies. And when you think about it, it is a kind of unique 
situation. 

The Big 5, and I am seeing here possibly going to a Big 4 of ac- 
counting firms, audit 85 to 90 percent, not only of the U.S. public 
companies, but also of the world’s public companies. It is a very 
high percentage. 

These are very large auditing firms and these are very large cor- 
porations. And as I have said in some of my speeches, when one 
of these big business failures takes place, like Enron, there are 
great ramifications, great losses to many, many people. And we 
have to try to put an oversight function in here that reduces the 
number. 

We do not have a large number, actually. We have about 50 ac- 
counting failures every year that are brought to our attention, out 
of over 10,000 audits. But when we have as many of the larger 
ones as we have had recently, that means a lot of people get hurt. 
And so, we have to try to reduce that. 

So the real emphasis here is to try to bring all the functions to- 
gether under one accounting board that is independent, overseeing 
this, under the SEC, is to try to really strengthen the accounting 
and auditing. And we would be more than willing to see it broken 
strictly between public and nonpublic. That has been a really great 
tradition. 

We would not want this new effort to be turned down because 
some people would be concerned about how would that affect the 
smaller CPA firms. 

I have been in this profession for nearly 50 years now and I have 
seen a lot of reforms. Every time we go through a major reform — 
I can remember back in the 1960’s when we were voting to not 
allow CPA’s to take stock in their clients to make the profession 
more independent — everybody said, oh, that will be the end of the 
small CPA firm. I think it hasn’t happened. 

In other words, we have had to make reforms. After the Penn 
Central bankruptcy, the New York City fiscal crisis, the banking 
crisis, and the S&L crisis, we have always had to come up with re- 
forms and straighten out certain areas. And we have always raised 
the issue of what effect does this have on the small CPA firm in 
Taylorville, or my hometown of Elk Heart, Indiana. And we have 
to be concerned about that. No question about it. 

We are more than willing to take some kind of grouping in there 
if we can get the reforms for the large organizations. But you could 
easily do it the way you suggested, and that would be public com- 
panies versus private and nonpublic companies. 

Chairman Sarbanes. Yes. The logic for that is stronger because 
the logic is, once you go public, you assume certain responsibilities. 

Mr. Bowsher. Exactly. 

Chairman Sarbanes. I am going to yield to Senator Corzine. But 
let me ask one quick question — the independent funding. 

Mr. Bowsher. Yes. 

Chairman Sarbanes. Could you just sketch out very quickly how 
you would expect that to be done? 
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Mr. Bowsher. Again, there we believe that it would be much 
better if the corporations, the large public companies in this coun- 
try, financed this self-regulatory process, rather than relying upon 
the auditing firms to do it. 

We have had the experience over the years with the FASB of try- 
ing to raise the money on a voluntary basis through the FAF, and 
their trustees. It has not been very successful. 

Chairman Sarbanes. I think it is clear that the voluntary does 
not work. You go around with a tin cup to the very people 

Mr. Bowsher. Exactly. 

Chairman Sarbanes. Well, the very experience you had where 
they cut off your funding. 

Mr. Bowsher. Right. 

Chairman Sarbanes. The classic example. So let’s assume we 
are looking for a mandatory source of funding. 

Mr. Bowsher. Yes. 

Chairman Sarbanes. What should it be and how would it work? 

Mr. Bowsher. We think it would work here, as I say, with fees 
imposed on the public corporations and it would be a cascading ar- 
rangement with the biggest to the smallest and a percentage, suffi- 
cient to cover the cost to the institute. In other words, when they 
made registrations like the 10-K’s with the SEC, there would be 
a fee and that fee would go to finance this oversight group. 

Chairman Sarbanes. Who would set the fee? 

Mr. Bowsher. Did we have that? It was the institute, I believe 
is the way we had it. 

Chairman Sarbanes. How do we then address the argument, 
which I am sure we are going to hear, that the institute setting its 
own fees, which are mandatory and automatic, is going to have a 
gold-plated budget and that you cannot allow the prospect of this 
incredible cost being imposed? 

Mr. Bowsher. We would definitely give the SEC oversight of 
that funding thing. We would like not to get it into the appropria- 
tions process of the Congress, Mr. Chairman. 

Chairman Sarbanes. All right. 

Senator Corzine. 

Senator Corzine. Thank you, Mr. Chairman. 

If you wondered where Taylorville was, that is a small town in 
central Illinois, of about 8,000 people, which Mr. Bowsher is ap- 
pealing to my good instincts about. 

[Laughter.] 

Chairman Sarbanes. I appreciate that the Illinois caucus is at 
work here. 

[Laughter.] 

Mr. Bowsher. I went to the University of Illinois and that is 
why I know where Taylorville is. 

[Laughter.] 

Senator Corzine. I appreciate the testimony — a thoughtful view 
of both current circumstance and suggestions on going forward. 

This cascading issue that the Chairman talked about is certainly 
an important one. You have taken on another issue in your rec- 
ommendations that is very challenging to sort through to the right 
answer, and it is the streamlining of the alphabet soup issues, the 



910 


independence of the activity of FASB relative to SEC and putting 
it inside the institute. 

It is one that I must say I am torn with when I think about this 
issue, whether FASB, which is already, many would argue, slow- 
moving, with regard to dealing with accounting standards, whether 
this process would separate it from its fundamental relationship 
with the SEC, slow down that process further. Why is that coordi- 
nation so important or not important? The pros and cons of that 
I would like to hear you discuss. 

Mr. Bowsher. Sure. I will give you two examples. One of the big 
issues that the auditors and the corporate financial reporting has 
faced here in the last year or two is the growing concern issue. In 
other words, will a dot com firm, for example, continue to be in 
business at the end of this year when the audit is done — you have 
to make that decision? When you look at the auditing standards, 
they have certain requirements, and when you look at the account- 
ing principles, they have certain requirements in that kind of a de- 
cision. And what we have today is two very separate groups and 
they do not always coordinate. 

Another good example is when the new FASB ruling came out 
on derivatives, or on this doing away with pooling, you then have 
to go in and do different auditing. And the question was, did the 
auditing people get properly consulted as part of the accounting? 

I think maybe the most important area would be when you have 
a situation like the Enron situation, where it obviously, it looks 
like, at least, we do not have all the facts yet, but it looks like 
there are some accounting principles issues. It looks like there is 
some auditing standards. And it certainly looks like there is some 
independence standards issues. 

You would have one board that would be looking over and mak- 
ing sure that all three areas were looked at and properly looked at 
when we would have these kinds of situations. 

Now, literally, the chief accountant of the SEC has to get on the 
train or the plane and fly to different places and try to get every- 
body coordinated and that. So it is really the coordination and get- 
ting more oversight. See, the auditing standards has never really 
had any real oversight until we were given it in this last charter. 
And then, of course, when we go out of business, why, they no 
longer will have oversight. 

In Chairman Pitt’s program, they wouldn’t have oversight in the 
future. And the Independence Standard Board, when they went out 
of business, again, we no longer have oversight. 

What we are saying is, we think, as Aulana pointed out, you 
have to get this alphabet soup, which was a term of art that Chair- 
man Levitt used, brought into some kind of coordinated function. 
And I really think with the FASB, we are not in any way trying 
to slow down the process and put more oversight over it. 

I think we are putting oversight over it, but I would think that 
they would try — one of the things that the board would ask them 
to do is to try — to get the process a little more efficient and a little 
more timely. 

Senator Corzine. Taking that one step further, do you have an 
opinion about principles versus rulemaking and FASB, which we 
are hearing much discussion about? 
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Mr. Bowsher. Yes, you are hearing a lot about that. 

I have always thought that the rules were very complicated. In 
other words, I remember when I was Comptroller General, I issued 
a big report on derivatives and I recommended that FASB come 
with new accounting standards. I was astounded to see the docu- 
ment that came out. 

So, I think it would be good to go to more principles, but I am 
waiting to see the advocates of just how they are planning to do 
this because they talk about it, but I haven’t quite seen how it is 
going to be done. 

Senator Corzine. Is the International Accounting Standards 
Board a program of principle delineation that you would embrace? 

Mr. Bowsher. I have always been kind of a big fan of that effort 
because I truly think we need international standards. I think most 
people do not realize how much American money is invested over- 
seas, where they are investing in companies that do not have the 
best financial reporting. 

I really think we are in a global market. We are in a need for 
global standards. And the Europeans and people overseas really 
are kind of shocked to see how complicated and detailed our stand- 
ards are. They tend to go the principle route. 

One of the things about Paul Volcker taking an interest in that 
whole area is that I was hoping that we would get some harmoni- 
zation, and the Americans may be giving up some of the detail in 
some of the rule and getting a little bit closer to the principle. But, 
also, getting some of the Europeans to come a little closer to us on 
some of the issues, because they have some of the features in their 
accounting that is not very good. 

Senator Corzine. I have some more questions, but 

Chairman Sarbanes. Go ahead. 

Mr. Bowsher. Aulana would like to add one thing, if she could. 

Ms. Peters. You raised the issue of independence. I know that 
there are different proposals. 

Senator Corzine. With regard to FASB. 

Ms. Peters. With regard to FASB, not with regard to the make- 
up of the institute’s board. 

Senator Corzine. Right. 

Ms. Peters. As opposed to some other board. 

Senator Corzine. I think that is an interesting subject as well. 

Chairman Sarbanes. Why don’t you address that? 

Senator Corzine. Go ahead. 

Ms. Peters. We believe that it is very important for the entity’s 
board to be completely independent of the profession. I know that 
it may be viewed as logical to look at other self-regulatory organi- 
zations as an example of how this organization might operate. That 
is to say, with only, for example, a majority of the public, of the 
membership, being public members. 

However, I urge the Committee to understand the differences be- 
tween a New York Stock Exchange and an accountability or an 
accounting board that is regulating the accounting profession. 

The institute that we are recommending that you adopt or the 
entity that we are recommending that you adopt, is going to be 
charged only with standard setting and discipline. They will not 
have a business to run. 
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The New York Stock Exchange does have a governing board of 
directors that has some public members and some members from 
the profession that are currently actively involved in the profession. 
The New York Stock Exchange is, in addition to a disciplinary or- 
ganization, a business. And it makes sense to have that input from 
the businesses that it regulates into the business aspects of its 
operations. 

Chairman Sarbanes. What do you mean by completely inde- 
pendent? Do you mean that they should not be accountants? 

Ms. Peters. No, not at all. You need the expertise in oversight 
of standard setting. What I mean is that they should not currently 
at the time be partners or affiliates of accounting organizations. 

I, for example, had a pretty close relationship to the accounting 
profession in my other life. Incidentally, Chairman Sarbanes, I am 
a Retired Partner of Gibson, Dunn & Crutcher. 

Chairman Sarbanes. We were trying to elevate Gibson, Dunn & 
Crutcher. 

[Laughter.] 

Ms. Peters. I am sure that my former partners are very pleased 
with that and I will remind them that I was trying to do them 
some good on this visit to the Hill. 

[Laughter.] 

But coincidental with my taking on responsibilities as a member 
of the POB, I retired and resigned my partnership at Gibson, Dunn 
& Crutcher so that there would not be any question, the less I 
brought with me, my background and experience as a defense law- 
yer who spent two decades or more representing the accounting 
profession. 

So there are many individuals — retired partners, retired leaders 
of the profession — that could bring to this institute a world of expe- 
rience and a wealth of experience, without being the CEO, the cur- 
rent CEO, of the accounting firm. 

Senator Corzine. Let me take a slightly different tack and less 
user-friendly. 

The peer review process, we had a discussion with some folks 
from the industry who were arguing — I wasn’t actually sure what 
their answer was — about whether there had been peer reviews that 
ever resulted in a negative review. I think we got into this cas- 
cading issue. I think there had been negative reviews for small 
firms, but not for large firms. 

Mr. Bowsher. Yes. 

Senator Corzine. But it wasn’t perfectly clear what happened 
there. I understand that there are no disciplinary actions or other 
activities with regard to the Big 5 or with regard to publicly-traded 
companies. And it is a strange phenomenon when you have as 
many restatements of earnings and you said, I think Mr. Bowsher, 
50 problems noted, major problems noted in audits during a given 
year, as the average. 

Why hasn’t there been a larger hue and cry, until we have an 
Enron-like problem raised? And that doesn’t mean that there have 
not been voices with regard to this. Certainly, Chairman Levitt has 
done that, and others as well. 

Why hasn’t there been this move to rationalize the elements of 
the industry before? What lessons do we draw from that as we try 
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to deal with the current situation? And is there a problem with 
POB itself for not raising some of these issues in a more visible 
manner to those of us who are responsible for public policy? 

Mr. Bowsher. The POB over the years had a series of reviews 
and reports that did raise many of these issues. One of the panels 
that we had was just in the last 2 years, the O’Malley panel, where 
they raised many of these issues, too. 

But in the peer review process, that is where they are really 
checking out to see whether the auditing firms are following the 
standards, the procedures, the policies that they are supposed to be 
following when they do an audit. 

It does not generally get to one of the problems that Aulana 
raised in her opening remarks that sometimes, at the end of an 
audit, you have to make some decisions. In other words, are you 
going to sign that certificate, even though there are certain prob- 
lems facing you? Are you going to qualify that certificate, and 
things like that? 

And sometimes, decisions are made that ultimately turn out not 
to be the right decisions. 

We have another process called the QCIC process, the Quality 
Control Inquiry Committee, to look at that. And that would gen- 
erally be where those 50 audits I mentioned earlier would be re- 
ferred to us. We looked at those and we did raise various problems. 

I believe this, though, that one of the problems we had in this 
whole effort — and we were trying to work on it in the last year or 
so — was that there was not enough visibility to the reports at the 
end. In other words, you are exactly right. Every Big 5 always re- 
ceived a clean opinion in the peer review. But there were letters 
of comments. 

If you looked at those letters of comments, lots of times it was 
not as candid, it was not as plain English as to what some of the 
problems might be. We were trying to make progress there and we 
were not getting a lot of cooperation, to be very frank about it, and 
that was one of the things that discouraged the POB. 

So, I think you have every right to say, why wasn’t the current 
process working better? 

One of the reasons why we are now recommending a new, much 
stronger oversight process is that we feel that the self-regulatory 
process set up in 1977 now needs to be significantly enhanced for 
the future. 

Senator Corzine. Thank you, Mr. Chairman. 

Chairman Sarbanes. Well, that does make an interesting point. 
It is very clear that there are tremendous pressure dynamics at 
work in this arena. Some of them come from the Congress, to be 
quite candid about it. 

Mr. Bowsher. Yes. 

Chairman Sarbanes. Much of it comes from the industry. Levitt 
tries to do something about all these nonaudit functions and every- 
one jumps all over the SEC. It doesn’t happen. Of course, you could 
have said, they should have bulled their way on through with that. 

Our challenge, I think, is to really try to get a system or a struc- 
ture that, to the maximum extent possible — you cannot preclude it 
altogether — but that can check these kinds of pressures, so we get 
decisions made very much on the merits. 
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In that regard, let me ask you, Mr. Bowsher, could you again lay 
out for us concisely how your proposal for regulatory oversight of 
the accounting profession differs from the one that was put forward 
by the SEC and some elements of the profession back at the begin- 
ning of the year? 

Mr. Bowsher. Yes. If you look at our chart here, what the SEC 
would do is they would create a new board over the enforcement 
and the discipline part. That new board would be what I call a 
mixed board. It would have representatives of all the major firms, 
is the way that it was explained to us. So that would be five seats 
for the major firms, one seat for the AICPA. Then maybe seven 
seats for public members and then the chairman of the SEC said 
that the seven members would dominate the board. 

Well, that is where we really differ because we think it would be 
very hard for those public members to dominate that kind of a 
mixed board. We had this experience with the ISB, which was put 
out of business at the end of 2 years. You really do need, I think, 
an independent board at the top of this. 

Our board would be totally independent, as Aulana pointed out. 
We would have experienced people — accountants, lawyers, former 
SEC people — serving on that board. But we would not have any 
current partners of any of the major firms serving on that board. 

Then what you literally have is we are bringing all the standard 
setting under the board, all the reviews, all the discipline, all the 
continuing education, whereas, his board would just only have a 
small fraction of these things, which would be the enforcement, the 
discipline, and whatever he’s going to do with the annual review. 

Chairman Sarbanes. Let me ask this question because you move 
all the standard setting bodies under this new regulatory group 
that you propose. Is that essential? And in particular, does FASB 
need to be brought under? Or can FASB continue to operate in a 
somewhat separate status? 

Mr. Bowsher. You could leave FASB out to operate under their 
own board of trustees in that. But after giving it a lot of thought 
and consulting with a lot of people — former SEC chairmen, people 
who have served on the FAF, which I have myself, the trustees and 
others — we came to the conclusion that the fund-raising is not 
good, where you are passing that tin cup to people. 

Chairman Sarbanes. No, you would have to give them manda- 
tory funding, I think. 

Mr. Bowsher. Okay. If you could do that, that would be good. 
But I think also the coordination with the other standard setting 
bodies is so important, that we would strongly recommend it come 
under this group. 

You could do it the other way. 

Chairman Sarbanes. Provided they had the mandatory funding. 

Mr. Bowsher. If they could be brought in with the mandatory 
funding, that is right. 

Chairman Sarbanes. Okay. 

Mr. Bowsher. But at that point you do not need 16 trustees to 
serve on the FAF. 

Chairman Sarbanes. Jon, did you have something? We have this 
other panel, but go ahead. 
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Senator Corzine. One more question. On rotation of auditors, 
the 7 year recommendation. 

Mr. Bowsher. Yes. 

Senator Corzine. If you were able to have this structure, my pre- 
sumption is that you would believe that the discipline and the over- 
sight of the auditing process and the activities, enforcement, dis- 
cipline, would be stronger, enhanced by some significant degree 
from where we are today. 

Mr. Bowsher. That is correct. 

Senator Corzine. Did you then think about the cost of rotating 
auditors and the expertise that might be necessary to deal with the 
complexity that is truly involved with a lot of these companies and 
the set-up process? 

Mr. Bowsher. Yes. This is a debate that has gone on for many 
years. And that is, if you rotate auditors, do you give up expertise 
and therefore, have a great degree maybe of audit failure in that 
first year when the new audit firm comes in? 

There has been some studies that kind of indicate maybe among 
the smaller audits that that is true. But when you look at the big 
audit failures of recent years, hardly any of them have ever been 
in the first year. In other words, if there is anything, it is that 
some corporations have been audited by the same firm for 15, 20, 
or 30 years. Some people say, maybe you need a fresh look every 
so many years. 

I can assure you that right now, when all of these big auditing 
firms are picking up a lot of Arthur Andersen’s big clients, none of 
them are going in there and saying, we are going to have any trou- 
ble doing this audit the first year. They are all in there saying, boy, 
we can do it and we will bring the expertise to make sure we can. 

So, I have always thought that rotation brings the fresher look 
and the more independent look. Also, it forces the existing auditing 
firm to really want to do a good job here knowing that somebody 
else is going to take over. 

When I was the Comptroller General, I encouraged support for 
a 5 year rotation in the “Yellow Book,” which spells out auditing 
standards for Government. It has worked quite well. It works well 
up in Canada, too, where they have two auditing firms for the five 
big banks and they do some rotation up there. 

So, again, I am really thinking of the bigger companies. John 
Biggs, who is one of our board members, and he does it for the 
TIAA-CREF, and insists on it, he is a strong believer, having lived 
with it now for several turn arounds. 

Senator Corzine. So your view is that, no matter how strong we 
put the cop on the corner that would not be adequate, in your view. 

Mr. Bowsher. I think the rotation would do more to improve the 
auditing within the firms and the decisionmaking in the firms, and 
that, ultimately, is more important than even the cop on the street. 

Senator Corzine. Thank you. 

Thank you, Mr. Chairman. 

Chairman Sarbanes. Thank you, Senator Corzine. 

I want to make one closing comment, looking into the future. 

I think that not enough thought is being given to how we are 
going to interrelate with the International Accounting Standards 
Board. 
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If the European Union, as they have asserted, by 2005, adopts 
the standards of the International Accounting Standards Board, 
you will then have an economic entity as large as the United 
States, and potentially larger, as they add additional members and 
so forth. That is working off of one set of standards. 

Mr. Bowsher. Right. 

Chairman Sarbanes. I think that that will really sharpen the 
question in a global economy of how the U.S. interacts and inte- 
grates into that kind of environment. 

So, we may be moving toward a situation where the old premise 
that whatever U.S. accounting standards were, those would be the 
accounting standards for the world, may not apply as it has tended 
to apply in the past. But that is kind of an aside. 

Mr. Bowsher. No, I think it is a very important issue that you 
raise in there because we were always hoping that we could get 
harmonization. Some people thought that meant Americanization. 

We now know, especially after the Enron situation and a few 
other of our problem situations, that the overseas people are not 
going to automatically accept our principles. 

Chairman Sarbanes. We had Sir David Tweedie here from the 
International Accounting Standards as a witness at these hearings. 

Mr. Bowsher. Yes. 

Chairman Sarbanes. Thank you all very much. It has been ex- 
tremely helpful and we look forward to consulting with you as we 
move ahead on this important issue. 

Mr. Bowsher. We would be pleased to do that, Mr. Chairman. 

Chairman Sarbanes. Thank you. 

Ms. Peters. Thank you, Mr. Chairman. 

Mr. Bowsher. Thank you. 

Chairman Sarbanes. If our next panel could come forward. 

[Pause.] 

Now, we will turn to our second panel. We are very pleased to 
have three able people here before us. 

In our previous hearings, the issue of corporate governance has 
come up and we need to focus on that. In 1999, the Blue Ribbon 
Committee on Improving the Effectiveness of Corporate Audit Com- 
mittees, put forth 10 recommendations to strengthen the independ- 
ence, improve operations, and enhance accountability of the audit 
committee. 

John Whitehead was the Co-Chairman of that Blue Ribbon Com- 
mittee. We are very pleased that he is here with us today. Of 
course, we all know John very well. He was Deputy Secretary of 
State from 1985 to 1989. Before that, he was Co-Chairman and 
Senior Partner at Goldman Sachs, for many years. He is also a 
former Director and Chairman of the Securities Industry Associa- 
tion and a former Director of the New York Stock Exchange. 

We are also very pleased to have Bill Seidman with us. Bill 
served as Chairman of the Federal Deposit Insurance Corporation 
from 1985 to 1991, and as Chairman of the Resolution Trust Cor- 
poration. Previously, he was Chairman of the accounting firm of 
Seidman & Seidman. 

Bill, you might have been out of the room when Chuck Bowsher 
underscored the very significant contribution that you made to the 
FDIC reform bill in 1991. I think you had slipped out. And he un- 
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derscored what a terrific contribution it was to the public interest. 
I wanted to particularly acknowledge that. 

Our third witness will be Michael Mayo, who is Managing Direc- 
tor of Prudential Securities and head of financial services research 
group. Previously, from 1997 to 2001, he directed the bank re- 
search group at Credit Suisse First Boston. And prior to that, he 
had a similar capacity with Lehman Brothers. He has been among 
the top three institutional investor all-star stock analysts for the 
past 5 years. 

We should get that on the record. And we are interested in his 
being with us this morning because one of the areas that has been 
raised is the potential for conflicts of interest in the advice that 
stock analysts give to investors. Some very interesting questions 
have arisen over that very subject. 

We are very pleased to have the panel here. 

John, why don’t we hear from you and then we will go to Bill 
and end up with Michael Mayo. 

Senator Dodd, did you want to say anything? 

COMMENTS OF SENATOR CHRISTOPHER J. DODD 

Senator Dodd. Thank you, Mr. Chairman. I apologize for missing 
the first panel. I want to be on record thanking them, Chuck Bow- 
sher and others. 

There has been a lot of chatter recently about the effectiveness 
of the POB’s and so forth. And whatever else we may decide on 
doing, I wouldn’t want it to be any reflection of our lack of appre- 
ciation for the tremendous effort they have made. 

I think Senator Corzine and I both feel that way. He may have 
said so in my absence. 

Once again, it has been said here at almost every hearing, but 
these have been an excellent set of hearings. They are not as glitzy, 
I suppose, as some, where people are raising their right hand and 
walking out of the room. But if you want to really learn about what 
is going on and what are some of the best ideas and why other 
ideas may not be so great, these seven or eight hearings — I think 
this is the eighth hearing. 

Chairman Sarbanes. Eighth, yes. 

Senator Dodd. On this overall matter. It is about as thorough a 
discussion as has occurred here on the Hill. And that is all due to 
the Chairman, who has insisted that there be a deliberate, patient 
look at how we proceed. 

Having a panel as distinguished as this one, I just want to join 
in welcoming John and Mr. Seidman as well, who I have had the 
privilege over the years of working with. It seems like old times to 
see both of you sitting there again to testify in these matters. 

We thank you. 

And thank you, Mr. Chairman. 

Chairman Sarbanes. I appreciate your kind comments about the 
hearing. But the proof of the pudding is in the eating, and we have 
not gotten there yet. 

Senator Dodd. We haven’t gotten there yet. 

Chairman Sarbanes. But we look forward to getting there. 

Senator Dodd. But I think it is a good product that is going to 
emerge out of all of this. Thank you. 
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Chairman Sarbanes. Let me just say, Bowsher and company 
gave us a very carefully worked out White Paper here that I think 
is going to be extremely helpful to the Committee. 

Senator Dodd. Good. 

Chairman Sarbanes. John, we would be happy to hear from you. 

STATEMENT OF JOHN C. WHITEHEAD 
FORMER CO-CHAIRMAN, GOLDMAN SACHS & CO. 

FORMER DEPUTY SECRETARY OF STATE 

Mr. Whitehead. Thank you, Mr. Chairman, Senator Dodd, and 
Senator Corzine, nice to see you again. 

I am honored to appear before you this morning as I have done 
a number of times in the past: First back in the early 1970’s as 
Chairman of an SEC landmark study of the effect of institutional 
investors on securities markets, later as Chairman of the Securities 
Industry Association, and also as Co-Chairman of Goldman Sachs 
on various matters, and still later as Deputy Secretary of State and 
again on one occasion as Chairman of the Federal Reserve Bank 
of New York. I appear today, however, as a former nonmanagement 
director and former audit committee chairman of more than a 
dozen public companies, not all of them, I assure you, at the same 
time. 

I have always championed the importance of our securities mar- 
kets and the competitive structure of the institutions that serve 
them. They are a national asset and an important part of our lead- 
ership position in the world economy. The confidence that investors 
have in the system must be protected at all costs. I have also 
championed the importance of diligent, independent, nonmanage- 
ment directors who represent the stockholders effectively and also 
represent the public interest. 

The Enron disaster is a severe blot on the generally good record 
that the system has had over the years. 

Indeed, it is an embarrassment to those of us who have been in- 
volved in that system. It is still hard for me to believe that what 
was coming to be considered one of America’s great companies 
could collapse so rapidly in such an ignominious way, with such 
huge losses to employees, to lenders, to stockholders, and to the 
reputations of everyone involved: The management, the board, the 
audit committee, the auditors, the bankers, the security analysts, 
and the customers. It would seem to me that grounds for criticism 
exist in many places and that a thorough public review and inves- 
tigation, including these hearings, Mr. Chairman, is absolutely de- 
sirable and necessary. 

I am knowledgeable enough about the system, however, to be 
quite confident that most companies act responsibly and that there 
are not a lot of Enrons out there. 

The only good result of the collapse is that it is causing compa- 
nies now to look closely at their practices and at their disclosure 
policies, causing boards to review their attitudes, causing auditors 
to be more independent and more thorough, lenders to be more 
careful, security analysts to be more thorough, and so on. 

I can assure the Committee that there is now a self-cleansing 
process going on out there which is very healthy. It might be fruit- 
ful for the hearings to begin to focus not only on what actually hap- 
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pened to Enron, but on what the various institutions are doing now 
to keep it from happening again somewhere else. It may be wise 
to let this self-cleansing process go on for a while without being too 
precipitate with legislative action. 

It is clear to me that there were many signs that a more alert 
or even a more curious board might have recognized as fair 
grounds for questioning. Certainly, any request to the board to 
waive the board’s ethics rules to exempt a transaction that other- 
wise would have violated them should have been enough to bring 
a lot of questions. However, the Committee should realize that it 
is very difficult these days to find and successfully recruit good 
board members. Many top experienced executives who would make 
excellent nonmanagement directors feel that their hands are full 
handling their present job, that their lives are already too full of 
other responsibilities and that the doubtful prestige and relatively 
unimportant extra compensation from taking on one or two outside 
directorships is not worth the increasing legal risk and the nec- 
essary time commitment. 

It would be a very unfortunate result of the Enron disaster if it 
became impossible now to recruit to board membership the kind of 
experienced, capable people that the system increasingly requires. 
The Committee should be careful about unnecessarily increasing 
the financial risks and the time commitments of nonmanagement 
corporate directors. 

Having said that, I do believe some things can and should be 
done now, and I have five points to make. 

Number one, having given the matter a lot of thought in recent 
years, particularly when I was Co-Chairman with Ira Millstein, 
who testified before you a few weeks ago, of the Blue Ribbon Com- 
mittee on Improving the Effectiveness of Corporate Audit Commit- 
tees, I have reached the conclusion that the accounting firm that 
does the audit should not do other advisory work for the company. 
Without that, the independence of the auditor’s work will always 
be suspect. I reach that decision reluctantly, but I don’t see that 
it is possible now to restore public confidence in the independence 
of the auditors without it. 

Now here is a point that is generally missed. The auditing firms 
should understand that this certainly does not require them to spin 
off or close down their advisory services. They would still be free 
to do advisory business with any company, excepting those they 
audit. Thus for any one firm what business they lose to others 
could be offset by business that others would lose to them, with no 
loss to the accounting advisory business as a whole. 

As an alternative way of accomplishing the same purpose, it 
might be worth considering whether the restriction might be placed 
on the company rather than on the auditors by requiring that a 
public company should not employ their auditing firms for services 
other than the audit. It would be preferable if this all could be ac- 
complished by SEC action or action of the exchanges rather than 
by legislation. Of course, it might be appropriate to provide for a 
reasonable phase-out period. 

Number two, an unfortunate practice has developed in the rela- 
tionships between management, auditors, and board audit commit- 
tees on the setting of auditor’s fees. Fees are set annually by nego- 
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tiation between management and the auditor and then approved by 
the audit committee. Management’s objective, as it is with all ex- 
penses, is to keep the fees as low as possible. The auditor, at that 
stage, has no idea of how much time it will take, or how much 
extra work might be required, to complete the audit, and is often 
pressured to accept a lower fee and agree to a shorter time sched- 
ule than might be necessary in case questions arose. 

Audit committees often agree to the fee and the time schedule, 
unwilling to question what seems reasonable in relation to last 
year’s fee. 

If the auditor later does find questionable practices, he may have 
neither time nor money to pursue them under the terms of his 
agreement. A better practice would be to allow the auditor, at his 
option, to do work and charge fees up to a limit of, say, twice the 
originally agreed fee. This would tend to make management more 
aware of the authority of an independent author. 

Number three, over the years accounting rules, something like 
the income tax code, have become increasingly complex and arcane 
with the result that in combination they can often obfuscate the 
simple facts and obscure full disclosure. 

Rules that permit these results, such as hiding off balance sheet 
debt, transactions with related parties, alternative accounting for 
acquisitions, and so on, evade the principle of full disclosure and 
undermine the foundation stone of our free market system. The 
National Accounting Standards Board should be asked to review 
these matters promptly and recommend appropriate changes in the 
interest of full disclosure. 

Number four, rules now require that the chairman of a public 
company’s audit committee have considerable financial background 
and experience. Those rules should be amended to require all mem- 
bers of the audit committee to have such backgrounds. This will en- 
courage the recruitment to the board of more experienced and 
qualified people and recruitment to the audit committee those with 
the most financial experience. 

Finally, number five, since the principal purpose of audits is to 
provide public information to investors and the financial commu- 
nity, I believe the self-regulating authority of the SEC over the se- 
curities industry and the stock exchanges should be extended to 
the auditing firms. This would be an important addition to the 
present self-inspection system of the auditing companies. I know 
the earlier panel discussed that at some length. The authority of 
the SEC should also be extended to create a new self-regulatory 
entity charged with drafting a voluntary code of best corporate gov- 
ernance practices linked to an SEC disclosure requirement. Compa- 
nies would then disclose whether they comply with the voluntary 
code, and if they do not, explain their areas of noncompliance and 
their reasons for not complying. 

I believe that these recommendations would be important moves 
forward. 

Thank you very much, Mr. Chairman. 

Chairman Sarbanes. Thank you. That was very, very helpful. 

Mr. Seidman. 
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STATEMENT OF L. WILLIAM SEIDMAN 
FORMER CHAIRMAN 

FEDERAL DEPOSIT INSURANCE CORPORATION 
FORMER CHAIRMAN 
RESOLUTION TRUST CORPORATION 

Mr. Seidman. Thank you very much, Mr. Chairman, and Sen- 
ators. It is nice to be back again. It is a great honor to be on with 
John Whitehead, Mike Mayo, and to listen to Chuck Bowsher’s ex- 
cellent remarks. 

I have listed here a few reasons and my background why I might 
have some relevance to what went on in Enron, including the fact 
that I headed an accounting firm in troubled times, as a matter of 
fact, with the problems of equity funding. 

So, I have some feel for how an accounting firm 

Chairman Sarbanes. We go looking for you every time there is 
trouble, Bill, to help us out of it. 

[Laughter.] 

Mr. Seidman. It looks like it. Anyway, I was also here when the 
banking problems went on. So, I will pass that over and get to my 
comments. My comments cover the range of the subjects that you 
have been discussing. 

One of the first things that I would note is that the Enron failure 
has caused tremendous losses. And we have heard a lot about it. 
But as far as I know, we have never heard exactly what happened. 
We do not really know what Arthur Andersen did, what it said, 
why it audited the way it did. They said they were studying that, 
but we are a long way from knowing what happened at Enron. 

So what I am saying after this is my surmise of what happened 
based on what we know now, knowing that Anderson has never 
testified. And my first comment is that this was essentially an ac- 
counting failure. Mr. Skilling made that very clear every time he 
was asked what happened. He said, I depended on my auditors, 
and that is usually a pretty good defense. 

I think that what we found, as far as what we know now, is that 
Enron held itself out to be a trading company. As Mr. Skilling said, 
if I bought on one side, I sold on the other side. So if somebody told 
me there was a big loss here, I wasn’t worried because I had an 
offsetting thing. 

The first thing you look at when you audit a trading company 
is how much market risk they take. Most trading companies mark- 
to-market, as the Senator knows, every night, so they know exactly 
how much trading risk they are taking. Auditing such a company, 
that would normally be the first thing that you would look at. 

We now know that Enron really was not a trading company. It 
was a speculating company, speculating on volatile markets. And 
when the markets went against them, they failed. Why weren’t 
they a trading company? Because they were hedging with their 
own related companies for which they were ultimately financially 
responsible. Once they used up the capital in those related compa- 
nies, it came down to them to make up for the losses. So, in fact, 
they were not what they held themselves out to the world to be, 
and they were not, I guess, what most of the directors thought they 
were, which was a trading company in energy and the other new 
fields. 
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And how Andersen arrived at the conclusions that they did, that 
they were fairly presenting the financial statements, given that, is 
something, as far as I know, we haven’t heard from Andersen on. 
I cannot go further than just say, what we have so far, it seems 
to me, to say that this is an accounting failure based on a 
misperception of what the company was actually doing. 

I could be proved to be all wrong on that if they come in and ex- 
plain it. But from what we know now, I think that is a reasonable 
explanation of what went on. 

As part of this, they mark-to-market contracts under the new 
hedging rules and derivatives rules where there really was no mar- 
ket. And therefore, Enron, as the prime market-maker, stated what 
the market was, maybe electricity prices over the next 10 years, 
marked-to-market, and then took a profit on the contracts because, 
in their view of the market, this was a profitable contract. 

There are some very important issues that I think have to be 
analyzed to have reasonable recommendations on what might be 
done here. 

Therefore, the first thing is how about the accountants and the 
auditing and accounting principles that were used at Enron? 

I heard Mr. Bowsher’s testimony. I would generally subscribe to 
it, with a couple of exceptions which I will note. So, I will depart 
from what I had here because it might be more useful to you. 

I would say to begin with, CPA’s are different. They are hired to 
audit a firm which pays them. They have a fundamental conflict 
of interest going in, like no other profession has, because they are 
examining a company which is, in effect, paying them to find out 
whether they are honest or not and also whether they are fairly 
presented. 

In that kind of a situation, I think that you have to have very 
substantial Government control. I do not believe that the kind of 
thing that we have had so far has worked. I did not think it 
worked when I was in the profession. Therefore, in looking at Mr. 
Bowsher’s suggestions, the real question to me is, should that 
board be an independent board, appointed by the President, con- 
firmed by the Senate, like we do for banking, like we do for other 
things that are fundamental to our economic system? 

I think accounting is clearly fundamental to a basic free market 
capitalistic system. So, I would raise that question. Then the sec- 
ond question that follows from that is, what is the relationship be- 
tween that and the SEC? 

The only thing I have in my experience is what we did with the 
RTC. If you remember what the Senate did, we had one body that 
set policy and another body that carried it out with the individual 
companies involved. And there might be some guidance in that 
kind of a thing, where the SEC would deal totally with companies 
and reports and so forth, but the profession would handled by a 
separate body. 

Other than that, I subscribe to Mr. Bowsher’s recommendations 
that the three units be put under one board so that they can be 
coordinated and that they be charged with accounting principles, 
auditing principles, and discipline and regulation. 

In that regard, I agree with that. The only thing I would say 
about the swinging door or the auditors that go to clients, I think 
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that has been discussed for many years. Whether or not we ought 
to do that or not, the only concern I have about it is that it will 
make it much harder to hire young people to go into accounting 
because they find the swinging doors generally a large part of the 
attraction to accounting. But that can be weighed against the bene- 
fits that you see. 

I agree that, clearly, you have to have independent sources of 
funding for those things, so that we do not get into the kind of 
problems we had before. I would also say that we need to provide 
that board with the best possible protection we can against influ- 
ences, both private and public. 

When I was at the FDIC, we had some very effective rules to pro- 
tect us, to some extent, from both the private, and we even passed 
a rule which probably most of you do not remember, that if public 
officials came to influence us with respect to any particular client, 
that we had to publish that visit promptly after. And we did not 
have many visits after that. 

With respect to corporate governance, Enron raises some very in- 
teresting questions because, is the defense that I relied upon my 
accountant and my lawyer, to say that this was all appropriate, 
really all we can expect from directors? 

I subscribe to John’s view that we have to be very careful not to 
put such burdens, unrealistic burdens, on directors that we won’t 
get any competent directors. And I think that is doubly true with 
the audit committees. 

Very frankly, I am on a bunch of boards. I always try to keep 
off of the audit committee because, as a CPA, the standard for me 
will be so high, as to be very dangerous. And I haven’t succeeded, 
incidentally. 

[Laughter.] 

But I think that that is an important point that has to be taken 
into consideration. 

So, in looking at this, was there a real failure on the part of the 
Enron board? Well, clearly, it was inappropriate to approve this 
conflict of interest between the related companies. Yet, if you look 
at what they did, they had a very detailed procedure for doing it. 
They had given different people that were supposed to sign off, and 
so on, and it was not done haphazardly. 

I really find it difficult at this point, not knowing more about 
what Andersen told them, to say that the board acted totally inap- 
propriately, or can I think of any particular thing from Enron that 
might be suggested? 

I have two suggestions on that. 

First is that, in my experience on a lot of boards, having the 
chairman of the board and the CEO be the same person works 
many times. But when it doesn’t work, it is a disaster. When you 
get real power like that in one person, and there is no real way to 
deal with it, it can be very expensive. This may have been true 
with regard to Enron. Mr. Lay was obviously the soul of the com- 
pany. That is one thing. 

The second thing is, and I think it really goes along with your 
recommendations, that the committee that elects members to the 
board should be an independent committee, and that the CEO of 
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the company should not be on that committee, because if you do 
not have that, then you really can get into the crony system. 

I will just close with two things regarding Government regula- 
tion, which I think is the third area that this raises. It raises the 
area of the auditors. It raises the area of the corporate governance 
and it raises the area of Government regulation. 

Clearly, Enron was operating in an area where they tried very 
hard to keep the Government from supervising it. They made no 
bones about the fact. And the argument and the idea was that the 
market will be much better if it is ruled by the discipline of the 
marketplace, therefore many of these new things that they were 
developing trading for should not have any market supervision. 

It seems to me that this experience does not support the idea 
that this is any different than other futures markets and so forth. 
And the question is, what kind of supervision or laws can you have, 
particularly in these very complicated areas? 

This, it seems to me, more than anything, would be an area 
where disclosure would be the best remedy to begin with, and full 
disclosure. For instance, one of the first things that ought to be dis- 
closed, and this is now being discussed with Fannie and Freddie, 
is: “Who is your counterpart on hedges? Is your counterpart viable 
under the kind of potential hedging liability, involved?” 

That, after all, everyone says, well, we have this nice market 
where they hedge. But if the hedge is not any good — ask the people 
who had Russian banks for hedges when they collapsed. That took 
several very good firms out of business. 

So who are they hedging with and what disclosure can we get as 
to the hedge capability of handling these things, and there may be 
other things. 

Obviously, that would be something that ought to be put into the 
hands of a commission. I do not think you can legislate in detail 
on that. But the responsibility ought to be put in the hands of the 
commission. 

I will finally say, and I am not even sure that this is in your 
area, but I think if you look at Enron and see that they paid no 
taxes in several years when they were reporting hundreds of mil- 
lions of dollars of income, it indicates that we have a huge gap in 
our taxation system right now. From my personal experience, it is 
getting worse. My experience around the world is that when you 
do not collect taxes effectively, it jeopardizes the whole system of 
Government. I think that is an area that should be looked at and 
examine what Enron did with Camen Island things and all the 
rest. But I think that is a real threat to the operation of the system 
we all want. 

I will end just like John did, by saying the danger here may be 
in doing too much rather than too little. But there is certainly a 
danger if you do not do something. 

I appreciate your attention. Thank you. 

Chairman Sarbanes. Thank you very much. It is very helpful. 

Senator Dodd. Mr. Chairman. 

Chairman Sarbanes. Yes. 

Senator Dodd. I want to apologize to Mr. Mayo. I unfortunately 
cannot stay for the rest of the hearing. But I wanted to indicate 
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my gratitude to all of you and tell you how important your testi- 
mony is. 

I am just curious. Again, reading newspaper stories about this, 
but I read one story where, allegedly, the audit committee at Enron 
never asked to meet with the accountants, even when these prob- 
lems began to unfold. 

Like you said, this is an accounting story and I think it certainly 
is to a large extent based on what we know. It is also an Enron 
story here that we do not know much about. 

Mr. Seidman. Yes. 

Senator Dodd. We have relied on a couple of witnesses who have 
told their side of the story. But as more comes out, I think you are 
going to find that maybe passing the buck certainly has some legit- 
imacy, but you cannot pass all the bucks over. 

Mr. Seidman. Those are the kinds of things we do not know at 
this point. 

Senator Dodd. Last, I would just mention this to the Chairman. 
I meant to bring it to him the other day. But there was a piece in 
The New York Times which indicated that where the IRS audits 
are occurring, there are stunning numbers about the massive in- 
crease in audits of people at the lower income levels in this country 
and the significant decline in audits of people at the upper income 
levels in the last 5 or 6 or 7 years. 

Mr. Seidman. It has gotten so complicated — I would do, if I were 
there, what I did when I was at the FDIC. I would hire the big 
law firms and accounting firms to represent the Government in po- 
licing some of these very complicated and sophisticated areas. 

Senator Dodd. Thank you all. 

Senator Corzine and I have written a proposal for the Committee 
to consider. A lot of it deals with the very subject matters you have 
discussed and I presume that Mr. Mayo will discuss as well. We 
certainly invite your comments on what we have put down on 
paper and I will let Jon raise those issues with you. 

I apologize. 

Chairman Sarbanes. It is all right. No problem. 

Mr. Mayo, we would be happy to hear from you. 

STATEMENT OF MICHAEL MAYO 
MANAGING DIRECTOR, PRUDENTIAL SECURITIES, INC. 

Mr. Mayo. Chairman Sarbanes, Senator Gramm, and Members 
of the Committee, thank you for inviting me to testify today about 
conflicts on Wall Street. I will cover conflicts among brokerage 
firms, corporations, and research analysts. I currently work for 
Prudential Securities, which values independent research, however, 
I am here today to give my own personal point of view. 

It is great to be back near my home in Maryland. I hope that 
the University of Maryland basketball team advances far in the 
NCAA basketball tournament. I can guess that the Chairman 
shares my hopes. 

Chairman Sarbanes. That is a fair guess. 

[Laughter.] 

Mr. Mayo. I am here to talk about what can be analogous to 
playing basketball with one hand behind your back. Objective ana- 
lysts, those with negative opinions and/or critical remarks, may 
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have trouble holding corporations accountable. The reason is that 
companies themselves and their managements are the best source 
of information, and bullish and conflicted analysts may have the 
best access to this information. 

It is still hard for an analyst to be objective and critical. When 
an analyst says “sell,” there can be backlash from investors who 
own the stock, from the company being scrutinized, and even from 
individuals inside the analyst’s firm. While much attention in 
Washington is being paid to the pressures related to a firm’s in- 
vestment banking operations, other pressures can be as great or 
more. The main point: Some companies may intimidate analysts 
into being bullish. Those who stand up may face less access to com- 
pany information and perhaps backlashes, too. 

I have a few perspectives to support my view — From personal ex- 
perience: I have worked at 4 of the 10 largest brokerage firms. I 
understand how the brokerage industry works. From my research: 
I have covered the banking industry since the late 1980’s and head 
the financial research group at Prudential Securities. From my 
stock ratings: When the facts support it, I do not shy away from 
placing sell ratings on companies I cover. I have probably done so 
more than almost any other analyst. And from my current firm, 
Prudential Securities: A year ago, Prudential shed almost all of its 
investment banking activities. 

I will cover three areas in my testimony today: One, my personal 
experiences. Two, the conflict between serving investors versus cor- 
porations. And three, problems with access by research analysts to 
corporations. 

Number one, my personal experiences. 

As I prepared for my career, I had all the usual training — finan- 
cial textbooks, MBA training, professional certification, and even 
training at the Federal Reserve here in Washington. But playing- 
by-the-book does not do it on Wall Street. Here are a few personal 
examples to illustrate my point. 

First, after publishing a report with a hold rating — not a sell but 
a hold rating — the CFO of the subject company had a shouting 
match with my boss and me. There was a threat of investment 
banking business getting withdrawn. Luckily, my senior manage- 
ment supported me. 

Second, I published a report criticizing a merger. One investment 
banker barked at me, “How do we make money off this research?” 
I stuck with my opinion. 

Third, a bank excluded me from an important dinner meeting at 
which all of the other banking analysts from major firms were in 
attendance. 

Fourth, a CEO called to complain. He did not like negative com- 
ments in a report. He said that he gave investment banking busi- 
ness to my firm due solely to me. He said we had “let him down.” 
I said simply that we are objective with our analysis. 

Fifth, I placed a sell rating on one bank. I was told that the 
bank’s management, in turn, told large investors that we had not 
done our homework, effectively criticizing our research approach. 
Within 6 months, I was proven correct after the stock declined as 
a result of issues with earnings. 
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Sixth, we asked to visit with the management of a company. The 
response was, “No.” I finally took a meeting with one company rep- 
resentative. They had said, “Take it or leave it.” What choice did 
I have? 

So whether the time was the start of the last decade or the start 
of this decade, whether the firm was UBS, Lehman, Credit Suisse 
First Boston, or Prudential Securities, the backlash from corpora- 
tions was similar. Little has changed to help me perform my job 
better. This pervasiveness suggests there are larger issues at work. 
We need to address these issues to ensure that investors get unbi- 
ased research. 

Number two is the conflicts at brokerage firms: between serving 
investors versus corporations. 

This statistic is critical: The brokerage industry earns four times 
as much from serving corporations, for example, through invest- 
ment banking and related services, as from serving investors. Two 
decades ago, in 1982, this ratio was one to one. In addition, the 
same firms — the 10 largest brokerage firms — that get most of the 
trading business with investors gain an even greater percentage 
business of investment banking activities with corporations. 

So who is really the client? The degree of conflict between serv- 
ing corporations and investors — based on where the money is 
made — is at its highest level in history. If nothing else, this creates 
an environment ripe for abuse. 

For brokerage firms, what does it mean to earn four times more 
from corporations? First, investment bankers have the leverage. 
They want research analysts to act as team players. To them, this 
may mean saying nice things about their major corporate client or 
potential future clients. Second, brokerage firms hire people who 
get along with investment bankers. One manager who hired me 
said that, in evaluating analysts, the firm placed a lot of weight on 
what the companies had to say to investment bankers. Can you 
imagine? This is like judging a food critic based on what the res- 
taurants say. 

For analysts, what does it mean that their firms earn four times 
more from corporations? It means financial incentives, which can 
taint analysts’ opinions, and keeping a job. It is not rocket science: 
80 percent of traditional brokerage profits come from corporations. 
Help the firm, you do well. Hurt the firm, why get rewarded? Ana- 
lysts are mainly bullish and conflicted, probably because they do 
not want to lose their jobs. 

My main point: People do what they are incented to do. For bro- 
kerage firms, the incentive to serve corporations over investors is 
stronger than at any point in history. For analysts, the main incen- 
tive is to stay employed. 

Number three is the problems with access by research analysts 
to corporations. 

It takes an objective and critical analyst many times more work 
to do the job than it does a bullish or conflicted analyst. The main 
reason: Backlash from corporations. Such backlash can take var- 
ious forms. I have five examples: 

First, investment banking: The influence of investment banking 
on stock research is well documented after the Internet bubble. Per 
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my other examples, sometimes companies pull business from a 
company after a critical report. 

Second, phone calls with the company: Phone contact is part of 
an analysts’ day-to-day communication to get more color behind the 
numbers. Bullish and conflicted analysts can get their calls re- 
turned first, and even get senior executives on the line, including 
the CEO. As for objective and critical analysts, at times their calls 
are not even returned. 

Third, meetings with the management: Some firms reply to a 
meeting request, “Why is it a good use of our management’s time?” 
In other words, “Say something positive, we will let you in.” 

Fourth, conference calls: Companies hold conference calls for 
earnings, strategic moves, and other reasons. Conference call sys- 
tems let you manipulate the order that questions are answered. 
Last year, on one call, the operator said that my call was in the 
queue. I then hear, “No more questions.” Do the more novice inves- 
tors listening to the conference calls realize that the order of the 
questions can be manipulated? 

Fifth, managements participation in analyst events: Institutional 
investors — my main clients — pay a lot of commissions if you hold 
good conferences and bring managements in to see them. Guess 
who gets to do these tasks? Bullish and conflicted analysts, espe- 
cially those whose firms have investment banking relationships. 

For the bullish or conflicted analyst, calls may be returned first, 
questions may be taken on conference calls, meetings with manage- 
ment may get scheduled earlier, managements help out to visit in- 
vestors or participate in conferences, and investment banking fees 
may be better to boot. 

Reg FD has not fixed all of the problems. Companies simply 
make canned presentations on a webcast, but then may choose to 
turn off the webcast during the Q&A and the follow-on breakout 
sessions. Also, some firms do not webcast their presentations, 
which I find very discouraging. 

Perversely, this poor treatment has helped to make me and my 
team better analysts. We are forced to better scrutinize accounting 
footnotes, interact more with impartial third parties, and go out 
and “kick the tires.” 

In other words, we are forced to hustle a lot more. To use the 
analogy, we are still doing the equivalent of playing basketball 
with one hand behind our back. The issue: I am not sure how many 
analysts are willing to accept this handicap, especially the newer 
ones trying to pay their New York City rents. 

To recap the problems: First, from my perspective, it is business 
as usual when it comes to conflicts between companies and their 
research analysts. Second, people do what they are incented to do. 
The financial incentives for brokerage firms to serve corporations 
has never been as high as they are today. Third, objective or crit- 
ical analysts continue to face backlashes in many ways. 

So what is the solution — information and incentives. From my 
perspective, speaking solely as an independent analyst, there are 
a few steps that can be taken to improve the situation: 

First, information: Make sure that the access to the information 
is fair. One idea is have an avenue for those analysts who feel dis- 
advantaged by the companies they cover to voice concerns and get 
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corrective action. Maybe a clearinghouse whereby analysts have re- 
course to voice their concerns. Maybe someone at the SEC. Just 
give me someone whom I can call when I am treated unfairly. One 
caveat: Any solution needs to ensure that companies still are 
incented to maintain the highest level of information flow. I do not 
believe we need to regulate analysts. Analysts need to have equal 
access to information and appropriate incentives to provide objec- 
tive research. Let’s address the root of the problem. 

Second, incentives: Take actions to minimize the interference of 
investment bankers with the job of research analysts. Disclose in- 
vestment banking relationships to investors. Does the retail inves- 
tor know that the brokerage firm pitching shares is also earning 
investment banking fees from the company? A related solution is 
to eliminate deal-based incentive pay. Also, in terms of carrots and 
sticks, a lot of attention has focused on making the stick bigger to 
get the so-called “bad” analyst. The “carrot” needs more attention, 
to encourage good behavior. I know there is debate about sepa- 
rating research from investment banking. From my personal expe- 
rience, I can tell you that this is an effective solution. 

My conclusion is that we have the best capital markets in the 
world. But let’s not grade ourselves on the curve. They can be bet- 
ter. As analysts, we are at the intersection between the interests 
of corporations and the interests of investors. We provide institu- 
tional memory, act skeptically, challenge corporate authority, ques- 
tion assumptions, and speak up if something does not smell right. 
We are on the front lines of holding corporations accountable. Pru- 
dential Securities scaled back its investment banking a year ago. 
The result is a great environment for me. I have 100 percent sup- 
port of my management when I am doing my research. Despite 
this, the pressures outside the firm are as strong as ever. The re- 
sult: Impediments to conducting full, independent, unbiased invest- 
ment research on corporations. Action that can help remove these 
impediments and reduce the remaining conflicts will help improve 
our ability to serve clients, and when I talk about clients, I am 
talking about investors. 

Chairman Sarbanes. Good. Thank you very much, sir. Very in- 
teresting testimony. 

John, in your statement, you say, and I am quoting you now: 
“The authority of the SEC should be extended to create a new self- 
regulatory entity charged with drafting a voluntary code of best 
corporate governance practices linked to an SEC disclosure require- 
ment. Companies would then disclose whether they comply with 
the voluntary code and explain areas of noncompliance.” Could you 
develop that a little bit for us, please? 

Mr. Whitehead. Yes. I am a big fan of codes of conduct that are 
not legally required rules, but are considered by people in industry 
who have high standards to be rules that everybody should comply 
with. Let me think of an example. 

I believe the New York Stock Exchange rules require that a pub- 
lic company must have at least two outside directors. It would 
seem to me that that is appropriate when a company is first going 
public and let’s say a family ownership company goes public and 
the public shares now represent 10 percent of the total shares. 
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As that company goes public more and more, it seems to me it 
can be argued that the percentage of outside directors should in- 
crease as time goes on, and that if 90 percent of the company is 
owned by the public, there should then be very few inside directors 
or management directors. 

I think a code of conduct might say that the percentage of out- 
side directors should be roughly proportionate to the percentage of 
stock owned by the public. But to make that into a law, or even 
an SEC rule, would be difficult. This would be an example of what 
might be part of a code of conduct. If the company still only had 
two outside directors and 90 percent of its stock was owned by the 
public, it would be required in its proxy statement each year to say, 
the company only has two outside directors. Yet, 90 percent of our 
stock is owned by the public. And the reasons that we have that 
is such and such. 

If the reasons looked weak and rather silly or self-serving, I 
think they would be under great pressure to change them because 
it would be pointed out that this is a ridiculous situation that they 
would have to disclose. 

That is an example. There could be many other examples, includ- 
ing some in the areas that the last witness was describing, which 
a code of conduct, a code of high standards, would help solve. 

Chairman Sarbanes. Thank you very much. 

Mr. Mayo, how much of this can we get at by just disclosure? 
Suppose the analysts had to lay out their companies’ connections 
with the corporation that was being rated, their own personal con- 
nections — whether they hold the stock, et cetera. How much of a 
difference can that make? 

Mr. Mayo. I think disclosure makes a big difference. However, 
there is always the implied threat. If you are getting 80 percent of 
your traditional brokerage profits from investment banking, then 
there is always the understanding by the analyst — again, it is not 
rocket science — that if you make money for the firm, you will do 
well. If you do not, then you might not do as well. 

And so, disclosure goes to a certain point. But from the analyst’s 
perspective, I think there is still an issue about the implied threat 
by investment banking on an analyst’s ability to have complete 
freedom and show unbiased research. 

Chairman Sarbanes. Well, I am struggling on how to deal with 
it. Bill Seidman did not read this paragraph and I am going to read 
it because I think it is quite a good paragraph. 

Mr. Seidman. Thank you. 

Chairman Sarbanes. He said, “A good free market operates like 
a ‘prize fight,’ plenty of chance to slug it out, but not below the 
waist and not with the second’s stool. An unrestricted market is 
like a ‘ballroom brawl’ where the fight results in widespread de- 
struction of both people and the place, and the winner may be the 
dirtiest fighter on the scene. 

“The trick, of course, is to have the right rules that promote fair 
competition without stopping the competition.” 

I think that is very well put. It doesn’t give me an answer, but 
it is a nice frame of reference with which to go at this thing. 

Mr. Seidman. Thank you. 
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Chairman Sarbanes. You then go on to talk about Enron being 
in an unregulated environment, at least for a good part of their ac- 
tivities, and the consequences of that, and I think that is a point 
well taken. 

We are trying hard to boost the budget of the SEC right now. I 
have for years felt that they were underfunded. Senator Corzine 
has taken a keen interest in that issue as well. We want to give 
them pay parity. In fact, we thought we had reached an under- 
standing that they would get pay parity, and to our great surprise, 
the Administration did not deliver that in the budget, although 
they did move ahead and reduce the fees and that was all part of 
a package. 

Do you perceive the SEC as being significantly underfunded in 
terms of its ability to carry out its functions? 

I ask any one of you. 

Mr. Seidman. Yes, I do. I think it definitely is underfunded. I 
think Chairman Levitt made that point, the present Chairman. 
And all along here, as I suggested to the IRS, the ability of the 
Government to take on the astute private sector in these areas is 
falling behind, and I think it definitely needs more funding. 

Chairman Sarbanes. Well, you feel that, in a sense, we are slip- 
ping so much, that even the IRS lacks the expertise that it needs 
to handle some of its challenges and therefore, it should be think- 
ing of contracting with the private sector to do it. Is that correct? 

Mr. Seidman. I think that is correct. That is what I did at the 
FDIC. When we were suing Mr. Milken, he had four huge law 
firms on his side and we had our GS-15’s. I thought it was an un- 
fair contest. So, we hired a major New York law firm to represent 
the FDIC. Now the Justice Department has done that in the Micro- 
soft case. And I think it is very effective for the Government and 
it is in a way low cost because you just hire them for the job. I 
think it would be something that they should have a budget for. 

Chairman Sarbanes. Interesting suggestion. 

John. 

Mr. Whitehead. Yes, I agree with all of that. I think the SEC 
is underfunded and has been for some years. When you consider 
the seriousness of the system of just one Enron, it is dangerous to 
fool around with relatively small increases in budgets that the SEC 
asks for. 

Chairman Sarbanes. Right. Do you have any observations on 
that, Mr. Mayo? 

Mr. Mayo. I haven’t studied it, but my one observation is to look 
at the SEC budget relative to the stock market capitalization. I be- 
lieve that percentage has gone down for the past few decades. 

Chairman Sarbanes. My time has expired. 

Senator Corzine. 

Senator Corzine. Thank you, Mr. Chairman. 

Let me note that I have been sitting erect and firmly in my chair 
listening quite securely since I have one of my own former chair- 
men here who brought me through my training process at my old 
firm — I do not know whether he thinks successfully. 

Chairman Sarbanes. Well, we think successfully. We think you 
did a terrific job. 

[Laughter.] 
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Senator Corzine. Let me give a great compliment to John White- 
head because, as a youngster growing up in the securities business, 
I was just constantly challenged with the elements of greed associ- 
ated with the business, some of which you have heard Mr. Mayo 
talk about. 

John wrote a business principles issue which I think goes to the 
code of conduct that he probably is offering in the back of his mind. 
One of those codes was, our assets are people, capital and reputa- 
tion, and if any of these is ever diminished, the last is the most 
difficult to restore. 

We had real leadership on this. And while I think there is room 
for regulatory and maybe even legislative response, ultimately, the 
leaders of corporations, leaders of business, need to establish stand- 
ards that operate in the cultural milieu that we are all about. 

We heard some of that reflected in Mr. Mayo’s comments. I can 
only say that John Whitehead is one who has practiced what he 
preaches in an extraordinary way throughout his career. It is al- 
ways hard for me to ever disagree with him, although, on occasion, 
we have. And I do not in this particular instance. But I did want 
to make that comment with regard to his contributions. 

Let me turn to one of the specific questions, and I would be inter- 
ested in any and all of you to comment on. But it gets at what Mr. 
Seidman had talked about in contracting out difficult assignments. 
I think it relates to one of the questions that is very hard for me 
to sort out. And this is the rotation of auditors on a 7 year basis, 
5 year basis. 

The logic of it is it has merits. This is one of those tough pros 
and con balancing issues to me. But it strikes me, as we get more 
and more complicated, as you were just suggesting with regard to 
the nature of looking at these institutions, that we might gain 
greater security through the cop on the corner as opposed to the 
rotation device. And given your great wealth of experiences, I 
would love to hear your comments on it. 

Mr. Whitehead. Shall I start, or do you want to start? 

Mr. Seidman. Go ahead. 

Mr. Whitehead. I am not sure I am right on this thing. Some 
things I am sure I am right. I do thank you for your kind com- 
ments and the respect I have for you and your own career. 

I do not agree with many of your political views, but I do agree 
with you on this general subject of corporate responsibility and eth- 
ical conduct. And you carried on traditions at Goldman Sachs in 
your era that made me very proud. 

I guess I reached the conclusion that some kind of compulsory 
term for outside auditors is probably a good thing. There are pros 
and cons of it and the Chairman described those in earlier ques- 
tions. It shouldn’t be too short a term because there is advantage 
in somebody who knows the ropes, who knows the companies, who 
knows the problems, and has worked on the audit for some years. 
But then, if it goes on for 20 years and it is still the same people 
and they still have the same close relationships within the com- 
pany, it is hard to think that that auditing firm might have the 
same courage to stand up and disagree with something that they 
disagreed with. 
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I would say somewhere in the 8 to 10 year period might be strik- 
ing, in my mind, about the right balance when the accounting firm 
should really change and when it is better to bring in a new firm, 
a new organization that would take a new look at the company. 

So that is about where I come out. I think that would be a good 
idea. I do not know what is necessary to institute that, whether the 
SEC has the authority or whether the stock exchanges have the 
authority to do that. I do not know. But it seems to me that would 
be a wise compromise between the two extremes. 

Mr. Seidman. Well, I thought John was going to say that the 
code of conduct would handle that by simply saying the preferred 
code would be, and if you do not change for so many years, you 
ought to explain why and so forth. 

I think this idea was first put forward by my former Senior Part- 
ner, Jack Seidman, when he was head of the AICPA. And it 
brought down a torrent of abuse on his head, particularly since he 
wasn’t head of one of the largest accounting firms. So it was a very 
contentious issue and has continued to be. 

Looking at it, now that I have been out of accounting a long time 
and at the companies that I have been with, I think if we did have 
a code of conduct and it said that this was the preferred method, 
that might be as effective as anything. 

My fear, in changing the accountants, is that competition among 
accountants is terrific now. And if they know that every 5 or 6 
years, they have to go out and compete for new ones because they 
are going to lose the old ones, it is going to make it even worse 
than it is. 

So, I have some reservations about that kind of a mandatory 
thing because, again, the competition in a place where you are com- 
peting so that you can then go in and look at the company that has 
finally chosen you and see if there is anything wrong with them, 
is a very difficult situation. I would rely more on the regulatory 
structure, I think. 

Senator Corzine. I have one more question for Mr. Mayo, and 
then I have to leave. 

You outlined a number of the conflicts which I think investment 
banking firms and securities firms deal with on a day-to-day basis. 
I am sure Mr. Whitehead had many of the same experiences in try- 
ing to sort out relationships and independence of analysts that I 
know that I experienced in my career. Some of those yelling 
matches that you may have had with CEO’s actually came to chair- 
men’s offices and it is the responsibility of the chairmen to insulate 
and protect their analysts in those cases. 

One of the conflicts you did not talk about is the investment 
activity of the analysts themselves, whether they hold stocks, 
whether they trade stocks, whether they are involved in the compa- 
nies themselves that they are involved in. I was curious why that 
was left out, or do you think it is not a problem? 

Mr. Mayo. If I had $100 to spend on a solution, I would spend 
$1 on the issue of stock ownership and the other $99 on the other 
issues. There has been some egregious cases reported in the press, 
aside from that. I did not know it was a big issue until the past 
few months, except for the real egregious cases. 
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I think that misses the bigger issue of lack of equal access to in- 
formation by analysts and the inappropriate incentives either on 
the upside, but especially on the downside, and I think that is the 
story that has been missed. I will spend $99 working on that solu- 
tion relative to the stock ownership solution. 

Senator Corzine. All right. There are serious questions of incen- 
tives that I think can flow from involvement in these things. And 
disclosure may very well be one of those responses you have there, 
as well as compensation packages which are indirectly the kind of 
thing that I think reflects a stake-holding in the underlying com- 
pany that is analyzed. 

But those are things that we need to talk about and the code of 
conduct I think is absolutely essential with regard to straightening 
out some of the public’s lack of confidence in the industry’s inde- 
pendence with regard to its analysis. 

It is really separate sometimes from the accounting issue, but 
one that can be handled with listing standards or the SEC or the 
whole set of different rules. 

Thank you, Mr. Chairman. 

Chairman Sarbanes. Thanks, Jon. 

Senator Corzine. It is good to see you, and I thank the witnesses 
both for their presentation today, and for their public service 
throughout. It is an honor to be here and hear your remarks today. 

Chairman Sarbanes. I want to ask a question of Mr. Seidman. 
You have had a very distinguished both private and public career 
and have certainly fought for the public interest in your public jobs. 

We read about these so-called giants of the accounting industry 
or profession. I am not quite sure which term to use in the cir- 
cumstance. We talked about high standards and financial rectitude 
and so forth. Has something really gone wrong? Is there some un- 
derlying thing that we are not identifying that has helped to create 
this problem? Or is it just in every barrel of apples, there is going 
to be some bad apples? 

Mr. Seidman. Thank you, Mr. Chairman. That is a hard question 
to answer. I think what has probably brought us to the kind of 
problems we are in now is the increasing complexity of the busi- 
ness world, the increasing concentration in the accounting profes- 
sion until there are a very large mass of groups and the leadership 
is more a manager, maybe, than he is an accountant, or at least 
he’s outstanding because he is a manager. 

So, I think my view is that human nature hasn’t changed. There 
are still leaders around. But because of the complexity of the world 
that has developed and because of the concentration, it is much 
harder for them to emerge and provide that kind of leadership. 

Chairman Sarbanes. I take it, given that complexity from the 
close of your statement, we really need to have some Government 
role that provides at least the framework or the structure within 
which these activities take place and that can at least give us some 
assurance that the more egregious forms of conduct will be blocked 
out or ruled out. 

One perception I have is, unless you do that, you run the risk 
that the practices will go to the lowest common denominator be- 
cause the people engaged in those practices, if they can do it with- 
out being called to account, may in fact gain what they perceive is 
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a competitive advantage, or put others, what they would see as 
being at a competitive disadvantage. 

They may not want to do that practice. They may not think it 
is the right practice to do. But it is being done and those doing it 
are gaining advantage from it. 

It seems to me that we somehow have to get a structure here 
that — and the code of conduct I think becomes relevant to that con- 
sideration as well. Do you perceive it that way? 

Mr. Seidman. I do, Mr. Chairman. I think you read that little 
statement that I made about the fight. 

Chairman Sarbanes. Yes. 

Mr. Seidman. You need a structure and that structure, particu- 
larly in accounting because accounting, per se, is a conflict of inter- 
est. Therefore, you have to have a Government set-up structure 
within which they perform. 

I am sure that when I was heading an accounting firm, I would 
not have said that. But having been out of it a little while and 
looked at it from more of a business view, I think it is something 
that is going to be necessary. 

I think we have given the self-regulatory system all the chance 
in the world to operate and Enron proves that it is not effective. 

Chairman Sarbanes. John, let me ask you, it seems clear to me 
that we have to have a mandatory source of funding for whatever 
board we have, or boards, that set the standards, do the enforce- 
ment, and so forth. 

This going around with a tin cup and begging contributions from 
the very people that are being regulated obviously doesn’t work. 
They would give the money to the Public Oversight Board, for ex- 
ample. What is the best way or place to get that source of funding? 

Mr. Whitehead. I am not one who generally supports increased 
Government funding. But I do in this case. I think those kinds of 
things should be financed from the SEC’s budget or as part of the 
SEC’s budget, with public funds. They are expended to help the 
public, to help the public investor. And it seems to me that it is 
not a bit unfair that the public should share in the cost of those 
basically regulatory policing organizations. 

Chairman Sarbanes. I agree with that, except that we then run 
into the perils of the appropriations process. We have been trying 
to think of putting a fee somewhere. Either the listed companies 
would pay some kind of fee or maybe the accounting firms would 
pay some kind of fee. Do you have any thought on that? 

Mr. Seidman. I would make it a fee for all the listed firms. In 
other words, it is a cost of being listed that they would pay a cer- 
tain amount. 

Chairman Sarbanes. That would then fund these organizations. 

Mr. Seidman. And I would fund these organizations. 

Chairman Sarbanes. Do you have a problem with that, John? 

Mr. Whitehead. Well, there are a lot of others that benefit from 
them, too. All investors benefit. Maybe the large institutional in- 
vestors should pay their share. The brokerage firms, investment 
bankers all benefit from the success of the system and the volume 
of investment that flows through them. 
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So it seems to me that it gets back to being the whole public ben- 
efits from our wonderful capital markets and people’s capitalism 
system. Actually, public financing doesn’t disturb me. 

Mr. Seidman. What disturbs me is you are part of the appropria- 
tions process. 

Chairman Sarbanes. We just discussed the difficulty of getting 
the SEC an adequate budget to do what they are now charged with 
and are falling short of that. This would then require us to go even 
further. 

Now, you can get that budget, perhaps, we are trying hard now, 
in this particular climate right now. But how long that will last 
and whether it will survive subsequent budget rounds once you 
hopefully get the issue back in a more normal perspective, is an 
open question. 

Mr. Whitehead. I think the Enron disaster gives you a lot of 
ammunition that maybe you did not have a few months ago, and 
that there is nothing wrong with using that as a strong argument 
to not take away power from the SEC at this particular moment. 

Chairman Sarbanes. We have been joined by Senator Carper. I 
yield to Senator Carper. 

COMMENTS OF SENATOR THOMAS R. CARPER 

Senator Carper. Thanks, Mr. Chairman. And to each of you wel- 
come. It is great to see you all again and thank you for joining us. 

I have been at a couple of other hearings going on and I am just 
glad you are still here and I was able to join you for a couple of 
minutes. 

Can we stay with the issue of how to pay, how to raise the rev- 
enue to provide the services that most of us believe are needed? 

Mr. Whitehead, you started talking about the beneficiaries. It is 
not just a narrow group, but it is a more broadly defined group in 
our country. A lot of us benefit from it. 

I would ask of Mr. Mayo, Mr. Seidman, and Mr. Whitehead as 
well, if you were devising a way to raise the revenues, how would 
you suggest doing it? I think a lot of what needs to be done with 
respect to Enron should not be done legislatively. I am concluding 
a lot of it is going to be the market punishing or rewarding certain 
kinds of behavior. 

A fair amount can be done regulatorily and particularly if we 
provide the resources the SEC needs. 

But this particular area, coming up with the revenues to provide 
for these services, that seems to me an area where we are going 
to need to legislate. We are going to need to legislate with respect 
to the appropriations for the SEC so that they will have the re- 
sources that they will need to do their job. 

My hope is that, despite the concerns that the Chairman ex- 
pressed about forgetting these lessons and a couple of years down 
the line, not providing those resources, I think we will remember 
this one for a while and I am hopeful that we will. 

But just help us devise a way of raising the revenues that makes 
sense, other than simply an appropriation. What comes to mind? 

Mr. Seidman. First, let me say that I think keeping it out of the 
appropriation process gives you a great deal more independence. 
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The FDIC, we did not have an appropriation because we charged 
members and it gave us a considerable degree of independence that 
we would not have had under the appropriation process. I think 
independence is the key that we are looking for here. 

I would simply charge all public companies a certain percentage 
of the value of their stock at a given date. It will be so small to 
support this, that I think it will hardly be noticed. On the other 
hand, it will be automatic and it won’t be subject to the problems 
that you have today with appropriation for the SEC. 

Senator Carper. Fine. Thank you. 

Mr. Whitehead. There is a long history for the SEC to charge 
fees of various sorts to raise parts of their budget, as I am sure you 
know. Those fees are applied on what are perceived to be the users 
of that particular service. There is still I believe a registration fee 
that a company registering with the SEC for a public offering of 
securities to raise money pays when they file the registration state- 
ment a fee. The check has to go along with the registration state- 
ment when it is filed. 

The collection of those fees as capital markets have grown in 
some years, all the fees in the aggregate exceeded all the costs of 
the SEC. But I believe the system is that those fees are turned 
over to the Treasury and not exactly credited against the SEC’s 
budget. It seems to me that there have been years, and I do not 
know whether it is still true or not, but when the SEC, when look- 
ing at it that way, was a money-making organization for the U.S. 
Government because the fees that they charged for their regulatory 
services exceeded their expenses. 

Chairman Sarbanes. That is right, yes. 

Mr. Whitehead. Is that still true? 

Chairman Sarbanes. That is why we had this bill to cut the fees. 
But it was not a pass-through like the FDIC. The FDIC got the 
money for sure. 

We had these fees. That was the rationale. But the fees went 
into the general treasury and the appropriation had to come out of 
the general treasury, and it by no means matched. So it did not 
have an automatic nature to it. 

Mr. Whitehead. Maybe the Government audit system ought to 
be audited by auditors that would put it more on a cost-accounting 
basis. 

[Laughter.] 

Senator Carper. Mr. Mayo, want to add anything here? 

Mr. Mayo. I will pass. I agree conceptually with Mr. Seidman 
and I have quoted the statistic before. The SEC budget relative to 
the stock market capitalization and that ratio has declined over the 
past couple of decades. I think, conceptually, that is one way to 
think about the SEC. It is just part of the overhead cost of our 
stock market. 

Senator Carper. Give me just some quick idea of the magnitude 
of the decline. 

Mr. Mayo. I did this about 5 months ago. I am guessing from 
memory. It might be down by half or that type of magnitude. It is 
a significant decline. 

Senator Carper. Okay. Good. Thanks. Mr. Chairman, I think my 
time has expired. 
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Since I have missed your testimony, can I just ask a favor. Is 
there anything as we walk out of here that you would especially 
want me to keep in mind from what you said in your testimony or 
what has come out in the questions? Just one germ of an idea that 
you think is just especially valuable. Not that there weren’t many. 

Mr. Seidman. Well, I guess the one thing that I would say is, it 
is clear you are going to have to take action here. To me, this is 
primarily an accounting scandal and that is where the major focus 
of your action ought to be. 

Senator Carper. Thank you. 

Mr. Whitehead. 

Mr. Whitehead. I would say the point that I made that maybe 
I would have to pick as being the most important of all is to em- 
phasize to you that there is a wonderful cleansing process going on 
out there in the private sector. 

Every company after Enron is looking at their own practices, 
their own accounting practices and changing them. Every board of 
directors is looking at its practices — is it tough enough on the man- 
agement? Is it questioning things that should come up? Every audit 
committee is looking at what more should it be doing, because no- 
body wants to be another Enron or to be a director or an audit com- 
mittee member of another Enron. Every investment banking firm, 
every security analyst is looking at what can be learned, how can 
we do a better job with Enron. 

So keep watching what is happening out there. Look at what 
other companies are doing. I hope these hearings continue into a 
new phase maybe, that you will call various people in and say, 
what have you done to change your practices as a result of Enron? 

You get a feel of what the private sector is doing out there before 
you jump in with too many new Government regulations. 

Senator Carper. Good. Thank you. 

Mr. Mayo. 

Mr. Mayo. Give the analysts equal access to information. Fix the 
disproportionate incentives. All the incentives are out there for 
securities analysts to say, bye. When you say bye, you get great 
access. You can get investment banking business. Management 
participates in every event that you have, and even if the stock 
goes down, you still get many of those benefits. 

If you are objective and critical, then you sometimes have less 
access. Sometimes you upset people at your own firm. Sometimes 
the company won’t even talk to you. 

The incentives are all set. They need to be fixed and analysts 
need to be given the opportunity to do their job the way that it 
should be done. 

Senator Carper. Good points. Thank you. Good to see you. 

Chairman Sarbanes. We thank you all very much. You have 
been a very helpful panel. 

This hearing stands adjourned. 

[Whereupon, at 12:20 p.m., the hearing was adjourned.] 

[Prepared statements and additional material supplied for the 
record follow:] 
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PREPARED STATEMENT OF SENATOR PHIL GRAMM 

Mr. Chairman, I want to thank you for the forward-looking nature of these hear- 
ings. It is my opinion that Congress, especially the Senate, has not covered itself 
in glory during this process. However, I think the Banking Committee has done an 
excellent job. 

I think we have focused on the problem, and now we have the legislative responsi- 
bility to fix it. I continue to believe that our mission is to try to determine what 
we could do to improve the current process. As we go through the legislative proc- 
ess, we will need to keep in mind what the benefits and costs are in terms of legisla- 
tive change. I think we need to come to a delicate balance of the two. 

As I have said on many other occasions, I am a firm believer in the legislative 
equivalent of the Hippocratic oath: First do no harm. I believe there are changes 
that need to be made, and I think there is a consensus for us to act legislatively. 
This Committee has a very important responsibility, and if we can put together a 
bipartisan bill, I believe that it will hold up on the Senate floor and will ultimately 
become law. 

We have heard from many good witnesses in trying to focus our thinking on this 
subject, and I think we have two excellent panels today. I look forward to hearing 
from them, and I want to thank each of you for coming and sharing your views and 
experiences with us. We are long on theory, but short on practical experience. 


PREPARED STATEMENT OF SENATOR DANIEL K. AKAKA 

Thank you, Mr. Chairman. The increasing number of inaccurate, incomplete, or 
misleading audits has led to an examination of the system of oversight for the ac- 
counting profession. The complex system of oversight currently in use includes 
seven private organizations, the Securities and Exchange Commission, and State 
boards of accountancy. 

Mr. David Walker, Comptroller General of the United States, told this Committee 
on March 5, 2002, that “A continuing message is that the current self-regulatory 
system is fragmented, is not well coordinated, and has a discipline function that is 
not timely nor does it contain effective sanctions, all of which create a public image 
of ineffectiveness.” 

On January 17, 2002, Securities and Exchange Commission Chairman Harvey 
Pitt proposed a new oversight board to address disciplinary actions against auditors. 
The Public Oversight Board, a private sector organization which oversees peer re- 
views and audit quality inquiries, voted on January 22 to disband by March 31. I 
am pleased that two members of the Public Oversight Board are here to testify. 

The Committee has heard recommendations that a new self-regulatory organiza- 
tion be established for the accounting profession. Several witnesses have suggested 
that the new organization be given the ability to develop rules, handle disciplinary 
investigations and sanctions, and be provided with funding to ensure its independ- 
ence. There is a clear need for an improved system of oversight. We must thoroughly 
examine the proposals. 

I look forward to your recommendations on how to improve the system for over- 
sight of the accounting industry and on other accounting and investor protections. 

Thank you, Mr. Chairman. 


PREPARED STATEMENT OF CHARLES A. BOWSHER 

Chairman, Public Oversight Board 
Former Comptroller General of the United States 
March 19, 2002 

Thank you, Mr. Chairman. My name is Charles Bowsher and since late 1999, I 
have been Chairman of the Public Oversight Board, which was created in 1977 to 
oversee the voluntary self-regulatory program of the accounting profession. I am 
pleased to be here today to discuss our observations about recent problems in regu- 
lation of the accounting profession, to offer our recommendations for reform, and to 
discuss the decision of the POB in January to terminate its existence as of March 
31 of this year. 

I am joined today by Aulana L. Peters, a Member of the POB, a Retired Partner 
in the law firm of Gibson, Dunn & Crutcher and a former Commissioner of the Se- 
curities and Exchange Commission, and by Alan B. Levenson, a Senior Partner at 
Fulbright & Jaworski, who is Counsel to the POB and former Director of the SEC’s 
Division of Corporation Finance. 
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The accounting world as it exists today is the outgrowth of a long series of steps 
taken by Congress, the securities industry, and the major accounting firms over 
many years since the bleak days of the 1929 stock market crash and the Great De- 
pression that followed in the 1930’s. 

After the market crash in 1929, Congress enacted a series of reforms that laid 
the foundation for the system we know today. Chief among them was the enactment 
of the Securities Act of 1933 and the Securities Exchange Act of 1934, which in- 
cluded the creation of the Securities and Exchange Commission; the requirement 
that corporations that sell stock to the public register with the SEC; and that public 
companies undergo an annual independent audit of their financial statements. The 
system created in the early 1930’s survived for more than 40 years with only minor 
adjustments. 

In the 1970’s, however, it was revealed in hearings before the late Senator Frank 
Church’s Subcommittee on Multinational Corporations that some companies had 
paid bribes to foreign officials to win business and that these payments had been 
kept secret from auditors and the public. In the aftermath of these revelations, the 
Congress — under the leadership of this Committee — passed the Foreign Corrupt 
Practices Act in 1977 to make clear that bribery of foreign officials by American 
firms is unacceptable. 

Another event affecting the accounting profession in the 1970’s was the bank- 
ruptcy of the Penn Central Railroad — the largest bankruptcy since the 1930’s and 
the Enron failure of its day. 

In the wake of the “sensitive payments” scandal, the Penn Central collapse, and 
audit failures, the late Senator Lee Metcalf of Montana in 1977 chaired a series of 
hearings to determine whether new Federal regulation of the accounting profession 
might be appropriate. In response to these hearings, and as an alternative to legis- 
lation, the American Institute of Certified Public Accountants (AICPA), in consulta- 
tion with the SEC and with the support of the Nation’s leading accounting firms, 
created a self-regulatory framework for the profession. To enhance the quality of 
audits of financial statements of public corporations, peer review was instituted as 
the cornerstone of the self-regulatory program. 

To run the new self-regulatory programs, including peer review, the AICPA cre- 
ated the SEC Practice Section (SECPS), composed of firms that audit the financial 
statements of public corporations. And to oversee the programs of the SECPS, the 
independent Public Oversight Board (POB) was created in 1977. Its function is to 
protect the public interest. Specifically, the POB was created to monitor and com- 
ment on matters that affect public confidence in the integrity of the audit process. 

I believe peer review — where one accounting firm hires another to review its oper- 
ations and internal controls — resulted in major improvements. The recommenda- 
tions that flowed from peer reviews in the early days led to substantive improve- 
ments in the quality controls at accounting firms, large and small. 

However, even though the new self-regulatory programs were innovative for their 
time, they were created with some concern and caution. 

John C. Burton, a distinguished Professor of Accounting at Columbia University 
and the Chief Accountant at the SEC when reforms were being made in 1977, 
warned in testimony before the House Interstate and Foreign Commerce Committee 
in 1978, that peer review “is likely to be seen as a process of mutual back scratch- 
ing.” He also warned that “it is highly doubtful that a part-time group [POB] can 
either in fact or perception” provide an effective substitute for statutory regulation. 

Harold M. Williams, who was Chairman of the SEC at the time of the reforms 
in the late 1970’s, warned in a speech in January 1978, that the “effectiveness and 
credibility of the Public Oversight Board depends on its independence, including its 
willingness to be critical when called for and its ability to make public its conclu- 
sions, recommendations, and criticisms.” Chairman Williams also made the point 
that an effective POB could only be effective “if it is not impeded in performing its 
functions and responsibilities.” 

Now, a quarter century after the reforms of the late 1970’s, I believe events of 
recent months demonstrate that the warnings of both Dr. Burton and Chairman 
Williams have come to pass. I have come to the conclusion that the voluntary self- 
regulatory program needs to be replaced because it has failed to keep pace with 
challenges faced by the profession. More troubling is the resistance of the profes- 
sion’s trade association, the AICPA, and several of the Big 5 firms to major reform. 

Arthur Levitt, the former SEC Chairman, also described this problem in recent 
testimony before the Senate Banking Committee. “More than three decades ago,” he 
said, “Leonard Spacek, a visionary accounting industry leader, stated that the pro- 
fession could not ‘survive as a group, obtaining the confidence of the public . . . 
unless as a profession we have a workable plan of self-regulation.’ Yet, all along the 
profession has resisted meaningful oversight.” 
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In 1980, the SEC said in a report prepared for the Senate Committee on Govern- 
mental Affairs that the POB has an obligation to “serve as the conscience and critic 
of the self-regulatory effort.” The POB’s charter provides that the POB is “to rep- 
resent the public interest on all matters that may affect public confidence in the 
integrity, reliability, and credibility of the audit process.” 

Despite our attempts to serve the public interest and to be the “conscience and 
critic,” the POB has been impeded since I became Chairman in its ability to oversee 
the profession. Three events are noteworthy in how the POB has been frustrated 
in its ability for effectively carry out its responsibilities to serve the public interest: 

• On May 3, 2000, SECPS took the unprecedented step of notifying the POB that 
it would refuse to pay for special reviews of public accounting firms. The special 
reviews in question had been sought by the SEC to determine whether the firms 
had complied with SEC and professional independence standards. The decision of 
the SECPS to deny funding to the POB was a serious blow to the notion of inde- 
pendent oversight of the accounting profession. Melvin Laird, the former Con- 
gressman and Secretary of Defense and the longest-serving member of the POB, 
said that this was “the worst incident in my 17 years” on the POB. 

• Following the decision to cut off funding of the POB’s special reviews requested 
by the SEC, the largest accounting firms — the Big 5 — agreed with the SEC that 
the POB should instead conduct more limited independence reviews of the large 
firms. Despite this agreement, the next 21 months were marked by a series of de- 
laying tactics. Because of this lack of progress, the POB, in the end, was unable 
to conduct the reviews. 

• For years, the POB had carried out its oversight responsibilities under a set of 
bylaws adopted after it was created in 1977. The POB felt that a formal charter 
would improve the independence of the Board, and a charter was one of the pri- 
mary recommendations in August 2000 of the Panel on Audit Effectiveness, which 
was created by the POB at the request of the SEC. However, objections from the 
AICPA and the Big 5 caused negotiations to drag on for more than a year. Ulti- 
mately, a new charter took effect in February 2001. 

The recommendations of the Panel on Audit Effectiveness, including a formal 
charter for the POB, were designed to improve the existing voluntary self-regulatory 
system, not to create a new regulatory structure for the profession. At the time of 
the Panel’s recommendations in August 2000, neither the POB nor members of the 
Panel thought it was likely that Congress would approve a statutory self-regulatory 
organization to govern the profession. 

These three events and the frustration they created were among the factors that 
led the POB to decide, on January 20 of this year, to terminate its existence. But 
the precipitating event was the announcement by the Chairman of the SEC, Harvey 
Pitt, of a proposed new regulatory structure for the accounting profession. This plan 
was worked out in private talks between the SEC and the AICPA and the Big 5 
accounting firms with no input from the POB, which had repeatedly been assured 
that it would be consulted. 

The new proposal effectively rendered the POB a “lame duck.” The POB believed 
it could not oversee the activities of the accounting profession under the cir- 
cumstances and that it would mislead the public to appear to do so. Furthermore, 
the POB was concerned that were it to continue in operation during an interim 
period before a new governance structure was in place, it would leave the impres- 
sion that it approved of the Pitt proposal, which it did not. As “conscience and crit- 
ic,” the POB felt it had no choice but to disband. Only by so acting, we felt, could 
we protect the public interest. What the POB did was akin to what an auditor does 
when it believes it must resign from a client engagement because of a fundamental 
disagreement. 

Attached to my testimony, Mr. Chairman, are copies of the letters I sent as Chair- 
man to Mr. Pitt on January 21 and January 31, 2002, detailing the POB’s decision 
to terminate. These letters are attached as Appendices A and B. I would also ask 
that a letter to the SEC dated March 5, 2002, urging that an independent person 
be named to conduct the independence reviews which the POB was unable to com- 
plete, be made a part of the record. 

Mr. Chairman, the current system of self-regulation of the accounting profession 
has significant problems. 

First, the funding of the POB is subject to control by the firms through the 
SECPS. In the past — as noted above — the SECPS has cut off that funding in an 
effort to restrict POB activities. In addition, the AICPA and SECPS insisted on a 
cap on POB funding when the new charter was created. 

Second, the disciplinary system is not timely or effective. Disciplinary proceedings 
are deferred while litigation or regulatory proceedings are in process. This results 
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in years of delay and sanctions have not been meaningful. The Professional Ethics 
Division of the AlCPA, which handles disciplinary matters against individuals, does 
not have adequate public representation on its Board. Investigations by the Quality 
Control Inquiry Committee of the SECPS, which handles allegations of impropri- 
eties against member firms related to audits of SEC clients, do not normally include 
access to firm work papers and firm personnel involved in the engagements under 
investigation. The disciplinary system cannot issue subpoenas or compel testi- 
mony — it must rely on the cooperation of the individual being investigated — and 
cannot talk to the plaintiff or the client company involved. Furthermore, there is 
no privilege or confidentiality protection for investigations or disciplinary pro- 
ceedings, and disciplinary actions are often not made public. 

Another problem is that monitoring of firms’ accounting and auditing practices by 
the peer review process has come to be viewed as ineffective, and has been described 
as “clubby” and “back-scratching.” The peer review team does not examine the work 
of audits that are under investigation or in litigation, and public peer review reports 
are not informative. 

Other problems include the fact that the current governance structure does not 
have the weight of a Congressional mandate behind it. There is a perceived lack 
of candid and timely public reporting of why and how highly publicized audit fail- 
ures and fraud occurred, and what actions have or will be taken to assure that such 
problems do not recur. 

Mr. Chairman, the Public Oversight Board strongly believes that a new regulatory 
structure for the accounting profession is essential. However, we believe that to be 
effective, it must be totally independent of the accounting profession and it must 
be based on the foundation of Congressional action creating a statutory self-regu- 
latory organization. 

The Board recommends that Congress create a new Independent Institute of Ac- 
countancy — the IIA — and center all regulation under its auspices. A seven-member 
board would run the Institute totally independent of the AICPA, the Big 5, and 
other firms. The chair and vice chair would be full time employees of the Institute; 
five other members would serve on a part-time basis. All would be appointed by a 
panel composed of the Chair of the SEC, the Chair of the Federal Reserve Board, 
and the Secretary of the Treasury. Once named, the chair of the IIA would join 
these three in naming other members of the board. Members of the IIA board could 
be removed only by a two-thirds vote of the board itself. 

The SEC would have oversight of the IIA, and the SEC’s Office of the Chief Ac- 
countant would be the liaison to the IIA. Attached as Appendix C is a chart showing 
the organization of the IIA. 

Important functions of the Institute would include: 

• The IIA would exercise oversight for all standard setting for accounting, auditing, 
and independence, and their interpretation. Accounting standards are just as 
important as auditing and independence standards. For this reason, the POB be- 
lieves the Financial Accounting Standards Board must be brought under the um- 
brella of the IIA, which would take responsibility for its oversight and funding. 

• Firm-on-firm peer review would be discontinued for firms that audit more than 
100 public corporations each year. In its place, IIA employees would conduct thor- 
ough and comprehensive yearly reviews of the annual internal inspections of such 
firms. Unlike peer review, no activities of a firm would be off limits to Institute 
reviewers and the process would produce detailed public reports. For firms that 
audit less than 100 public corporations yearly, reviews would be performed by 
other firms selected by the IIA. Their reports would be addressed to the IIA as 
the client of the reviewer. In addition to the reviews, IIA employees would conduct 
special reviews, when warranted. Similar to those the SEC originally asked the 
POB to undertake, these reviews could take a systemic, in-depth look at a firm’s 
systems, policies, procedures, and operations, if necessary, such special reviews 
would delve into questions affecting the firm’s compliance with applicable profes- 
sional standards. As with the yearly reviews, reports of these special reviews 
would be public. 

• An Office of Enforcement and Discipline within the IIA would have full authority 
to investigate allegations of wrongdoing by public accounting firms and their per- 
sonnel. The POB recommends giving the IIA the privilege of confidentiality, as 
well as the power of subpoena to compel testimony and produce documents. Cases 
of alleged misconduct would be brought before IlA hearing examiners. When war- 
ranted, these examiners would recommend to the IIA Board the imposition of 
sanctions, ranging from fines to expulsion from the profession. Cases could be re- 
ferred to the Justice Department for possible prosecution, or to the SEC, State 
boards of accountancy, or other agencies, as appropriate. 
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• Funding would be provided through fees imposed on public corporations in 
amounts sufficient to cover the costs of the Institute. The POB strongly believes 
that the funding mechanism must be beyond the reach of the profession to pre- 
vent it from withholding necessary funds, as it did in May of 2000. 

• The IIA would be charged with coordinating international liaison and overseeing 
continued professional education for those in the profession. 

Beyond these functions, the POB recommends that: 

• With regard to nonaudit services for audit clients, the POB recognizes that there 
has been disagreement on restricting scope of services and that various models 
have been suggested for what should be allowed and what should be excluded. 

The POB strongly agrees with a point made in President Bush’s 10-point reform 
plan that “Investors should have complete confidence in the independence and in- 
tegrity of companies’ auditors.” The specifics on the President’s plan recognize the 
importance of prohibiting certain nonaudit services in order to safeguard auditor 
independence. 

The POB takes note of a statement issued by the AICPA on February 1, 2002, 
in which it affirmed that it “will not oppose Federal legislation restricting the 
scope of services that accountants may provide their public audit clients, specifi- 
cally in information technology and internal audit design and implementation.” 

Against this background, the POB proposes that SEC regulations concerning 
independence be legislatively codified with appropriate revisions to update restric- 
tions on scope of services involving information technology and internal audit 
services as noted above. At the same time, the POB believes such legislation 
should affirm that tax work not involving advocacy and attest work by audit firms 
in connection with SEC registration and other SEC filings be allowed. The POB 
also believes that small public businesses, to be defined by the SEC, should not 
be subject to any restriction on nonaudit services for audit clients. Further, with 
respect to nonpublic corporations, it is the POB’s position that such corporations 
and the accounting firms that audit them should not be subject to any restriction 
on nonaudit services. We expressly emphasize this to avoid misunderstanding and 
any consequences to small business and small audit firms. 

The IIA Office of Standards should be empowered by legislation to promulgate 
appropriate rules affecting independence to cover changing circumstances. 

The POB believes there should be no prohibition against an audit firm offering 
nonaudit services to nonaudit clients. 

• Auditors should be rotated every 7 years. As a corollary, public corporations would 
be prohibited from firing auditors during their term of service unless such action 
is determined by the audit committee to be in the best interest of shareholders, 
with prompt notice to the IIA and the SEC. Such action would be required to be 
publicly disclosed by corporations in current reports and proxy statements filed 
with the SEC. 

• Engagement and other partners who are associated with an audit should be pro- 
hibited from taking employment with the affected firm until a 2 year “cooling off” 
period has expired. 

• The Institute should expand on the recommendations of the recent Blue Ribbon 
Committee which made it clear that the external auditor should be accountable 
to a firm’s board of directors and its audit committee and not to management. 
Specifically, the audit committee should take full responsibility for hiring, evalu- 
ating, and — if necessary — terminating an audit firm. 

• To discourage conflicts of interest involving public corporations, Congress should 
amend the Securities Exchange Act of 1934 to require more meaningful and more 
timely disclosure of related party transactions among officers, directors, or other 
affiliated persons and the public corporation. Such disclosures should be made 
promptly in current reports, as well as in proxy statements filed with the SEC. 

• Management of public corporations should be required to prepare an annual state- 
ment of compliance with internal controls to be filed with the SEC. The corpora- 
tion’s chief financial officer and chief executive officer should sign this attestation 
and the auditor should review it. An auditor’s review and report on the effective- 
ness of internal controls would — as the General Accounting Office (GAO) found in 
a 1996 report — improve “the auditor’s ability to provide more relevant and timely 
assurances on the quality of data beyond that contained in traditional financial 
statements and disclosures.” Both the POB and the AICPA supported the recom- 
mendation when the GAO made it, but the SEC did not adopt it. 

The POB feels that these reforms are necessary if trust is to be restored in the 

accounting profession. The Board has presented what it believes is a sensible, work- 
able plan for reform. It is premised on the firmly held belief that the fundamental 
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purpose of regulation is to serve the public interest and that of investors. If this 
is to be accomplished, regulation must be totally independent of the profession, it 
must pull together all aspects of regulation from standards to discipline, it must be 
transparent, and it must provide for adequate funding and staff. 

A decade ago this Committee was in the forefront of enacting major reforms for 
the banking industry — reforms that were widely opposed by the banks and by their 
lobbyists. Opponents then predicted gloom and doom for the industry should the 
proposed reforms be enacted. In reality, the reforms contained in the Federal De- 
posit Insurance Corporation Improvement Act of 1991 repaired flaws in regulation 
of the Nation’s banking industry. More important, they significantly strengthened 
the industry. 

Today, the Congress again is called upon to institute reform. In the wake of the 
Enron debacle, the POB, acting as the “conscience and critic” of the profession, 
strongly believes that to protect investors and the public, the old system of vol- 
untary self-regulation for the accounting industry must be replaced. While many 
will urge that Congress act with caution and that the profession be again given the 
opportunity to fix the present system with marginal changes, the POB believes it 
is time to resist the continuation of the status quo and move ahead with funda- 
mental change. 

Mr. Chairman, you recently made the point that recent events have had a “critical 
impact on the national confidence in the financial markets” and that the time has 
come to “focus on the protection of investors and the efficient functioning of our 
capital markets.” I could not agree more. That is why I believe it is time to resist 
continuation of the status quo and move ahead with fundamental change. 

Mr. Chairman, this concludes my prepared testimony. I would be happy to answer 
any questions you may have. 
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APPENDIX A 

January 21, 2002 


Via Facsimile and Federal Express 


The Honorable Harvey L. Pitt 
Chairman 

Securities and Exchange Commission 
Judiciary Plaza 

450 Fifth Street, N.W., Room 6000 
Washington, DC 20549 

Dear Chairman Pitt: 

I am writing to inform you that the Public Oversight Board voted unanimously on 
Sunday, January 20, 2002 that it intends to terminate its existence pursuant to Section DC 
of the POB’s Charter no later than March 31, 2002. A copy of our resolution of intent to 
terminate is enclosed. 

This decision was made reluctantly, but members of the Board felt we had no other 
recourse. It was obvious from your remarks at the press conference on January 17th that 
the proposals for changing the system of self-regulation of the accounting profession do 
not include a place for the POB. An oral outline of the proposed changes was provided to 
us, shortly before your announcement, by the President of the AICPA and the Chair of 
the SEC Practice Section (“SECPS”) Executive Committee. They, along with Big 5 
representatives, apparently had been in talks with you on this matter for some time. It is 
significant that there was no consultation with the POB, which is charged with 
representing the public interest, before these proposed changes were announced. 

In voting its intent to terminate, the POB recognizes that arrangements must be made for 
a transition of its responsibilities, especially with respect to the continued oversight of the 
SECPS, the Auditing Standards Board, the Peer Review Committee, and the Quality 
Control Inquiry Committee, as well as monitoring the implementation of the 
recommendations of the Panel on Audit Effectiveness. Also, plans must be made to 
transfer from the POB to an independent entity the conduct of and issuance of, public 
reports on, the special independence reviews of the Big 5 accounting firms, agreed to by 
the SEC and the firms in June 2000. Beyond this, decisions must be made about the 
POB’s staff. While there will undoubtedly be other matters to deal with, we anticipate 
that it will be possible to work out suitable arrangements no later than March 31 st . 

We believe that the events of recent weeks surrounding the collapse of Enron have 
precipitated a tremendous concern about the manner in which the accounting profession 
conducts its business and serves the public interest. As Chai rman of the POB, it has been 
my pleasure to serve with a group of outstanding Board members and a fine staff, 
dedicated to the public interest. The members of the Board look forward to working with 
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Congress, the SEC, and various members of the profession in arriving at reforms that will 
enhance our capital markets and restore public confidence in the integrity of the system 

Sincerely, 


Charles A. Bowsher 
Chair 


Enclosure 

cc: James C. Castellano 

Chair 

AICPA (with enclosure) 

Bairy C. Melancon 
President and CEO 
AICPA (with enclosure) 

Robert J. Kueppers 
Chair 

SEC Practice Section (with enclosure) 
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APPENDIX B 



PUBLIC OVERSIGHT BOARD 
Oaf Station Place (203 ) 353-5300 

Stamford. CT 06302 Fax (203) 353-5311 

tv tv tv.pnblituversigbiboard.o rg 


January 31, 2002 


VIA FACSIMILE and Federal Express 

The Honorable Harvey L. Pitt 
Chair 

United States Securities and Exchange Commission 
Judiciary Plaza 

450 Fifth Street, N.W., Room 6000 
Washington, D.C. 20549 

Dear Harvey: 

After having given serious consideration to the matters discussed with you and the 
content of your letter of January 22, 2002, and having consulted with the leadership of the 
AICPA and the SECPS - Executive Committee, the Board believes it would not serve the 
public interest for it to continue. 

The Board believes it would be against the interests of the public for us to continue to 
function in the future. Given the recent events and the SEC’s proposal for a new structure, 
we believe that we cannot effectively oversee the activities of the accounting profession and 
it would mislead the public to seem to do so. 

We will work diligently to bring about an orderly transition of POB projects, 
including oversight of the SECPS Self Regulatory Programs, with the expectation that this 
can be completed by March 31 st , unless the Board determines otherwise. Our staff shall be 
available to assist for whatever period may be required. 

We shall be guided by the public interest in wrapping up our projects and in giving 
input to you, the Congress and the profession in the development of a new model for private 
sector regulation. We believe that regulation of the profession can and should be improved 
and commit to working with you and others in accomplishing this important goal. 

Sincerely, 


Charles A. Bowsher 
Chair 


cc: Robert J. Kueppers, Chair 

SEC Practice Section - Executive Committee 

cc: Messrs. James C. Castellano, Chair, and Barry C. Melancon, President and CEO, of 

the AICPA 



948 



PUBLIC OVERSIGHT BOARD 


ABOUT THE POB 


News 


NEWS 


CHARTER 


ANNUAL 

R EPORT S 


PUBLIC OVERSIGHT BOARD 

One Station Pitta (203) 353-5300 

Stamford, CT 06902 Fax (203 ) 353-53 1 1 

wv.publimrersightiioaTd. arg 

March 5, 2002 


AUDIT 

EFFECTIVENESS 

PANEL 


CONTACT S 


Via Fed eral Ex p ress 

John M. Morrissey 

Deputy Chief Accountant 

Office of the Chief Accountant 

United States Securities and Exchange 

Commission 

450 S^Street, N.W., 

Room 11214 
Washington, DC 20549 


Robert J. Kueppers 
Chair 

SEC Practice Section 
Executive Committee 
c/o Deloitte & Touche LLP 
Ten Westport Road 
Wilton, CT 06897-0820 


Dear Messrs. Morrissey and Kueppers: 

I. Purpose 

The purpose of this letter is to follow-up on my letter, as Chair of the Public 
Oversight Board ("POB"), to Harvey L. Pitt, Chair of the Securities and Exchange 
Commission ("SEC"), dated January 21, 2002, concerning the POB's intention to 
terminate its existence no later than March 31, 2002, and the need for 
arrangements to be made for a transition of the POB's responsibilities. In that 
January 21 st letter, I stated that plans must be made to transfer from the POB to an 
independent person the POB's responsibility for the conduct of, and issuance of 
public reports on, the reviews of the Big 5 accounting firms agreed to by the SEC 
and the firms in June 2000. This agreement between the firms and the SEC is set 
forth in the "Term Sheet for Independence Look- Back Testing Program" ("Term 
Sheet"). 

On February 20, 2002, Mr.Morrissey, as SEC Deputy Chief Accountant, wrote a letter 
addressed "To Participants in the Independence Look-Back Testing Program and the 
Public Oversight Board" in which he stated the SEC staff was withdrawing its request 
that the POB conduct reviews and issue reports under the Term Sheet because of 
the POB's intention to terminate its existence. Mr. Morrissey's letter asked that the 
firms develop "an alternative approach" to the POB doing these reviews and reports 
that "must be acceptable to the SEC staff and must provide investors with a 
comprehensive and reasoned report on the independence systems of the 
participating firms, as originally contemplated by the Term Sheet." Mr. Morrissey's 
letter also pointed out that the program under the Term Sheet "is more important to 
investors than ever before." 


In view of the foregoing, and in the interest of an appropriate transition, the POB in 
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this letter sets forth its position ("Position") on the transfer of its responsibility for 
conducting reviews and issuing reports pursuant to the Term Sheet to an 
independent person (e.g., individual, group, firm or entity) ("Independent Person"). 


The Terjn Sheet was announced by the SEC in a public release on June 7, 2000. The 
Term Sheet calls for the POB to conduct reviews and oversight of, and issue public 
written reports ("Reports") on, the effectiveness of the systems, procedures and 
internal controls relating to independence ("Systems and Controls") of the Big 5 
U.S. public accounting firms (Arthur Andersen LLP, Deloitte & Touche LLP, Ernst & 
Young LLP, KPMG LLP and PricewaterhouseCoopers LLP) ("Firms"). 1 The reviews and 
oversight of, and public written reports on, the Firms' Systems and Controls 
pursuant to the Term Sheet are collectively referred to as the "Reviews." 

The Firms agreed in the Term Sheet "to cooperate with the POB" in the Reviews. 

The Term Sheet provides in relevant part: 

• Systems and Controls . Firms would continue to implement the systems, 
procedures, and internal controls relating to independence set forth by the 
Commission's Chief Accountant, in letters to Michael Conway, Chairman of the 
SEC Practice Section Executive Committee, dated December 9, 1999 and May 
1, 2000, with implementation to be completed no later than January 1, 2001. 


• Firms would submit to review and oversight by the POB of the 
effectiveness of the design and implementation of these systems, 
procedures, and internal controls, and to testing by the peer 
reviewers or the POB of their effectiveness. If the testing is 
performed by a peer reviewer, the POB shall have oversight of the 
peer review. Firms would agree to cooperate with the POB in such 
review and oversight. The POB would issue public written reports 
with respect to (i) the design effectiveness and implementation of 
these systems, procedures and internal controls as of January 1, 
2001, and (ii) the testing and evaluation of their operating 
effectiveness during the six-month period ending June 30, 2001. 
Such reports will not disclose violations. 


III. POB Work on the Reviews 

The Term Sheet states that the Reviews are to be conducted, and the Reports 
issued, by the POB. The POB, as its Charter states, is an "independent" entity. The 
POB, pursuant to the Term Sheet, has done a substantial amount of work in 
preparing to conduct the Reviews. This work, beginning in November 2000, 
includes, as discussed below, participation in a series of meetings and telephone 
conferences with the Firms and SEC staff that took place during the thirteen-month 
period between December 2000 and January 2002. In addition, as discussed below, 
the POB prepared a draft request for information and documents pursuant to the 
Reviews, furnished it to the Firms and SEC staff on May 22, 2001, and requested 
any comments. Thereafter, the POB finalized this draft request and sent it to the 
Firms on July 23, 2001 and to the SEC staff on August 1 st . The POB prepared a draft 
work program for the first phase of the Reviews, and furnished it to the Firms and 
SEC staff on October 12, 2001. The POB also prepared a draft work program for the 
second phase of the Review and sent it, together with the first phase draft program, 
to the Firms and SEC staff on January 17, 2002, for comments. In addition, the POB 
has had correspondence, meetings, and telephone conferences with the Firms 
regarding a proposed confidentiality agreement for the Reviews going back to July 
2001. Issues pertaining to this proposed confidentiality agreement were not 
resolved, and representatives of the Firms didn't appear at the last meeting to 
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discuss those issues scheduled for December 18, 2001. 

iv. Transition Qf pqb Responsibilitie s 

While the POB has done substantial work on the Reviews, and through the middle of 
January 2002 had planned on moving forward to complete these Reviews, it no 
longer, „beca use of recent developments, is in a position to do so. As you know, the 
POB presently intends to terminate its existence no later than March 31, 2002, in 
accordance with its resolution unanimously approved on January 20, 2002. In my 
letter to SEC Chair Pitt dated January 21, 2002 discussing this resolution, I pointed 
out that his proposals for changing the system of self-regulation of the accounting 
profession, announced at his press conference on January 17, 2002, did not include 
a place for the POB. In addition, I noted that while the SEC had apparently been in 
talks with the American Institute of Certified Public Accountants ("AICPA"), SEC 
Practice Section ("SECPS") Executive Committee and representatives of the Big 5 
Firms on these proposals for some time, 2 there, significantly, had been no 
consultation on the proposals with the POB, which is charged with representing the 
public interest. I also stated in this letter that, in voting its intent to terminate, the 
POB recognized that arrangements must be made for a transition of its 
responsibilities, including plans to transfer the POB's responsibility for the Reviews 
and Reports from the POB to an Independent Person. 3 

As part of the transition of responsibility for the Reviews and Reports, and in a 
continuing effort to move these Reviews and Reports forward, the POB submits its 
Position to the SEC and the Firms. The POB, based on its work to date, believes that 
it would be in the public interest, and in furtherance of the Term Sheet, for the 
Reviews and Reports to be done by an Independent Person as soon as reasonably 
possible in a manner consistent with this Position. The POB believes this is 
particularly important, given the serious and widespread concerns that have been 
recently expressed in Congressional hearings on the Enron collapse, as well as in the 
media, with respect to auditor independence. 

V. Executive Summary 

In a letter to the POB dated December 9, 1999, the then-SEC Chief Accountant 
expressed concern that public accounting firms possibly lacked adequate quality 
controls for independence. As a step to "safeguard the public interest," he "strongly 
recommend [ed]" that the POB undertake "a special review of SECPS member firms' 
current compliance" with independence requirements. On December 21, 1999, the 
POB agreed to do so. Shortly afterwards, on January 6, 2000, the SEC announced 
that an internal investigation at PricewaterhouseCoopers LLP ("PwC") had disclosed 
more than 8,000 independence violations there. At this time, there were publicly- 
expressed concerns that the widespread independence violations at PwC might also 
be found at the other large accounting firms if they were subject to a review of their 
compliance. The POB commenced preliminary work on the special reviews in 
January 2000, and had meetings with firm representatives to discuss the reviews. 

Then, in early May 2000, the POB's work on the special reviews was brought to a 
halt. At that time, the SECPS sent a letter to the POB dated May 3rd cutting off the 
POB's funds for the special reviews. The then-Chair of the SEC stated that this May 
3rd letter was "a significant setback to self- regulation and independent oversight" 
and raised "serious questions as to the profession's commitment to self-regulation." 
The special reviews did not go forward. In June 2000, the SEC and the Firms 
entered into the Term Sheet, which calls for the POB to conduct the instant Reviews. 

Subsequently, on October 10, 2000, the POB received a letter from the then-SEC 
Chief Accountant asking that the POB do the Reviews called for by the Term Sheet 
"in lieu of' the special reviews previously requested in his December 1999 letter to 
the POB. The POB agreed to do so, and commenced preliminary work on the 
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Reviews in November 2000. Between then and January 2002, a period of more than 
a year, the POB did a substantial amount of work preparing to conduct the Reviews. 
Despite these efforts, by the middle of January 2002 the POB still had not been able 
to obtain information and documents for the Reviews it had requested from the 
Firms in July 2001. 

The prijnary reason for this delay in the POB's work was a lack of progress in the 
Reviews. For example, the POB's efforts to enter into a confidentiality agreement 
with the Firms, going back to July 2001, did not lead to an agreement. Moreover, 
this lack of progress in the Reviews was one of the factors that led to the POB voting 
to terminate its existence. 

The POB believes it is important for the public interest that the Reviews and Reports 
be completed by an Independent Person as soon as reasonably possible. To this 
end, there should be a prompt transfer of the POB's responsibility for the Reviews 
and Reports to an Independent Person. This is particularly important, given the 
serious and widespread concerns that have been expressed in recent Congressional 
hearings on the Enron collapse, as well as in the media, with respect to auditor 
independence. As Mr. Morrissey pointed out in his letter to the Firms and the POB 
dated February 20, 2002, the program under the Term Sheet "is more important to 
investors than ever before." 

The SEC staff, in a revised draft letter dated December 14, 2001, has set forth 
proposed terms for the Reviews. The POB does not believe it would be in the public 
interest for the Reviews to be done in the manner called for by this draft letter. In 
particular, the POB believes that the limitations in the draft letter on the scope of 
the Reviews, and on the form and content of the Reports, would be an undue 
constraint on the Independent Person, which would raise questions about the 
independence of the process. Instead, the Reviews should be conducted, and the 
Reports issued, in the manner determined appropriate by the Independent Person, 
consistent with the Term Sheet and in furtherance of the public interest. 

In this regard, the POB believes that its Position set forth in this letter, based on its 
substantial work on the Reviews, could be helpful to the Independent Person. For 
example, the POB believes the Reports should be written in "plain English" with 
informative, meaningful and transparent disclosure. In addition, the Independent 
Person's significant observations and recommendations concerning the Firms' 
Systems and Controls should be included with the Reports not, as the SEC revised 
draft letter proposes, omitted from the Reports and put in letters of comment in the 
AICPA public peer review files. 

VI. Background 

Some background would be helpful in considering this matter. 

On January 14, 1999, the SEC announced its enforcement action and settlement 
against PwC for violations of the SEC independence rules. As part of this settlement, 
PwC agreed, among other things, to conduct a firm-wide internal investigation 
supervised by an independent consultant. The report on this internal investigation, 
announced by the SEC on January 6, 2000, disclosed there had been more than 
8,000 independence violations at PwC. This received a lot of publicity. A number of 
commentators questioned whether the widespread independence violations at PwC 
might also be found at the other large accounting firms if they were subject to a 
review of their compliance. 

On December 9, 1999, less than a month before this public announcement, the 
then -Chief Accountant of the SEC, Lynn Turner, sent a strongly-worded letter to the 
SECPS Executive Committee, expressing concern with the adequacy of SECPS 
member firms' independence quality controls. The SEC Chief Accountant set forth in 
this letter what he called ”[t]he basic requirements" of an independence quality 
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control system, and said that "revised [SECPS] membership requirements 
incorporating [these]" should be implemented "no later than January 1, 2001." 

On the same date as this letter to the SECPS Executive Committee, the SEC Chief 
Accountant also sent a letter to the POB, expressing concern that public accounting 
firms may lack adequate quality controls for independence. In this letter, as a step 
to "safeguard the public interest," he "strongly recommend[ed] that the POB 
undertake a special review of SECPS member firms' current compliance" with 
independence requirements. In response, on December 21, 1999, the POB agreed to 
do so. The POB commenced preliminary work on the special reviews in early 2000, 
and had meetings with firm representatives to discuss the reviews. 

On January 5, 2000, the POB placed in the public file of all SECPS member firms a 
letter discussing the above-mentioned December 9, 1999 letters from the SEC Chief 
Accountant to the SECPS Executive Committee and the POB. The POB's letter gave 
notice to users of SECPS member firms' peer review reports that existing peer 
review standards had not been adjusted to include additional tests that could be 
required in the future, as a result of actions taken in response to these two SEC 
letters. 

On May 1, 2000, in another letter to the SECPS Executive Committee, the then-SEC 
Chief Accountant again raised concerns with the adequacy of SECPS member firms’ 
independence quality controls, and asked that certain steps be taken to improve 
these controls. 

Later in May 2000, the POB's work on the special reviews was brought to a halt. At 
that time, the SECPS sent a letter dated May 3 rd to the POB stating that it would not 
approve or authorize payment for the special reviews. Within a few days, on May 
5 th and 8 th , the POB received letters from two of the Firms (PwC and Ernst & Young 
LLP ("E8cY") stating that they knew nothing of the May 3 rd letter before it was sent, 
and that the letter did not represent the position of their firms. 

In a speech on May 10, 2000, the then-Chair of the SEC, Arthur Levitt, stated that 
this May 3 rd letter was "a significant setback to self- regulation and independent 
oversight" and raised "serious questions as to the profession's commitment to self- 
regulation". In addition, he noted that Melvin Laird, the longest-serving member of 
the POB and former Secretary of Defense, had said this was "the worst incident in 
my 17 years on the POB's Board." 

After this cut off of funding, the special reviews did not go forward. 

The following month, June 2000, the SEC and the Firms entered into the Term 
Sheet. This Term Sheet requires the Firms to (i) participate in a voluntary look-back 
program to report any past violations of auditor independence rules, under the 
oversight of an independent counsel selected by the Firms with non-objection from 
the SEC, (ii) complete implementation of the systems and controls in the above- 
mentioned SEC December 1999 and May 2000 letters by January 1, 2001, and (iii) 
submit to the Reviews by the POB. 

The POB was not involved in the negotiations on, nor was it a party to, the Term 
Sheet. Further, at the time they entered into the Term Sheet, the Firms and SEC did 
not request the input of the POB on the scope of the Reviews or the form and 
content of the Reports. 

In a letter dated September 13, 2000, which was received by the POB on October 
10, 2000, the then-SEC Chief Accountant asked that the POB conduct the Reviews 
called for by the Term Sheet "in lieu of the special review requested in my 
December 9 th [1999] letter to you". The POB agreed to do so. 
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The POB commenced preliminary work on the Reviews in November 2000. At the 
POB meeting on December 4, 2000, the then-Chair of the SECPS Executive 
Committee suggested a deferral of commencement of the Reviews for various 
reasons, including the Firms' pending work on the "look- back reviews" (also called 
for by the Term Sheet) and their gearing up for compliance with new SEC 
independence rules (which were to become effective in early 2001). 

The next month, on January 19, 2001, POB representatives met with the then-Chief 
Accountant and then-General Counsel of the SEC, as well as other members of the 
SEC staff, to discuss the Reviews and Reports. The discussion at the meeting 
focused on a number of issues concerning the Reviews, including the proposed 
deferral. 

Subsequent to the January 2001 meeting, and continuing through May 2001, POB 
representatives spent a substantial amount of time reacting to, and furnishing 
comments on, the SECPS's Joint Task Force on Independence and Quality Controls 
("Task Force") draft White Paper, which was designed to, among other things, 
support a deferral of commencement of the Reviews. In particular, from March to 
June 2001, POB representatives, in meetings and telephone conferences, discussed 
with the Task Force five different drafts of this Task Force White Paper. It was 
apparent from these discussions that the Firms had very different views than the 
SEC staff on the meaning of certain provisions of the Term Sheet and how the 
Reviews should be done. 

Because this matter was taking longer than expected, the POB started work on a 
draft request to the Firms for documents and information for the Reviews. This draft 
request was furnished to the Firms and SEC staff on May 22, 2001, and comments 
were requested. Work also continued on the White Paper, but in mid-June 2001, the 
POB was advised that the Task Force had decided not to go forward with its proposal 
to defer the Reviews. 

On July 23, 2001, after receiving comments from the Firms and SEC staff, the POB 
sent to them the final version of its request for information and documents. This 
request asked the Firms to complete their submission of information and documents 
in response to the request "as soon as possible, but in no event later than August 
31, 2001." The cover letter with the request pointed out that POB representatives 
wanted to meet with the Firms "as soon as possible to work out confidentiality 
agreements" for the Reviews, and asked "that this be done as soon as feasible in 
order to expedite the POB's work" on the Reviews. The cover letter also requested 
that the Firms, in the meantime, "furnish [the POB] with any written information 
and documents in response to the [Request which you are willing to provide prior to 
the execution of a confidentiality agreement." The Firms have not provided the POB 
with the information and documents it requested on July 23, 2001. 

A letter from POB counsel to the Chair of the Task Force dated July 23, 2001 ("July 
23 rd Letter"), which was copied to the Firms, set forth the POB's position on 
significant open issues concerning the Term Sheet and Reviews that had been raised 
(in some instances for the first time) in a July 6, 2001 letter to the POB from the 
Chair of the Task Force. These issues concerned the scope of the Reviews, including 
with respect to foreign-associated firms, the standards to be used by the POB in the 
Reviews for evaluating the effectiveness of the Firms' Systems and Controls, the 
form and content of the POB's Reports, the POB's work programs for the Reviews, a 
confidentiality agreement to cover the information and documents submitted by the 
Firms to the POB in the Reviews, and the timing for the Reviews. With regard to a 
confidentiality agreement, the POB's July 23 rd Letter stated that the Term Sheet 
required the POB to "issue public written reports" on the Reviews, and that, n [c] 
onsistent with this requirement," the POB would be pleased to work with Firm 
representatives to develop a confidentiality agreement for the Reviews. This July 
23 rd Letter also stated that POB representatives wanted to meet with the Firms on a 
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confidentiality agreement "as soon as feasible," and asked that the Firms contact 
the POB "to arrange a date and place for the meeting." The Firms to date have not 
entered into a confidentiality agreement with the POB. 

On July 24, 2001, POB representatives met with E&Y. In an effort to move forward 
on the Reviews, the POB representatives proposed that the POB conduct a prototype 
Review, of E&Y. The POB and E&Y exchanged draft correspondence on, and further 
discussed, this prototype Review, but it did not go forward. 

On August 10 and 21, 2001, POB representatives met with representatives of the 
SEC and discussed, among other things, the status of the Reviews and certain open 
issues that still had not been resolved. 

During the fall of 2001, POB representatives and the Firms continued to discuss 
open issues concerning the Reviews, some of which had been the subject of 
continuing POB discussions with the Firms and the SEC staff going back to January 
2001. For example, POB representatives met with the Firms on September 11 th In 
New York City to discuss issues concerning the scope of the Reviews and the form 
and content of the Reports. In response to the Firms' request at this meeting, POB 
representatives on September 17, 18 and 25, and October 1 and 2, 2001, visited 
the five Firms for preliminary presentations on their independence systems. 

On October 12, 2001, the POB sent to the Firms and SEC staff a draft "POB 
Preliminary Work Program for Phase I (Design and Implementation) of Oversight 
Reviews of Firm Systems and Controls Relating to Independence" ("Phase I Draft 
Work Program"). This Draft Work Program contains work steps for evaluating 
whether a Firm's Systems and Controls were effectively designed and implemented. 
The focus of these work steps is on nine elements of Firm Systems and Controls: 

• written independence policies and procedures; 

• automated tracking system and restricted entity list; 

• independence training; 

• internal monitoring; 

• senior management and others responsible for independence; 

• "tone at the top" and culture relating to independence; 

• prompt reporting of personnel employment negotiations; 


• reporting by personnel of apparent independence violations; and 

• a disciplinary mechanism. 

On October 15 and 17, 2001, POB representatives again met with the SEC staff to 
discuss the Reviews. Later in the month, the POB submitted two letters to the staff 
(dated October 19 th and 23 rd ) with additional information, including correspondence 
between the Firms and the POB, concerning the Reviews. 

On October 25, 2001, representatives of the POB, Firms and SEC staff met at the 
offices of the SEC to discuss the Reviews. This meeting was followed by an SEC staff 
draft letter dated November 5 th setting forth proposed terms for the Reviews. On 
November 7 th , a second meeting between representatives of the POB, Firms and 
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SEC staff was held at the SEC offices to again discuss the Reviews. This meeting 
was followed by a second SEC staff draft letter dated November 15 th containing 
revised proposed terms for the Reviews. 

Pursuant to the discussion at the above-mentioned October 25, 2001 meeting, two 
meetings were held between the Firms and POB representatives to discuss a 
confidentiality agreement for the Reviews, one on November 13 th (three Firms 
present), and the other on November 26 th (four Firms present). In addition, another 
meeting to discuss a confidentiality agreement was scheduled for December 18 th in 
New York City, but the Firms, without prior notice, did not attend. POB counsel was 
later told that day the Firms had decided to postpone the meeting, and that the POB 
should have been, but inadvertently was not, told of the postponement. 

On December 10, 2001, POB representatives met with representatives of the SEC to 
discuss, among other matters, the Reviews. 

On December 14, 2001, the SEC staff issued a third draft letter ("SEC Revised Draft 
Letter") discussing further changes in proposed terms for the Reviews. On December 
17 th and 19 th , POB counsel gave extensive comments to the SEC staff on this 
Revised Draft Letter. 

On January 9, 2002, POB representatives met with the chief executive officers of 
two of the Firms, as well as the Chair of the SECPS Executive Committee, to further 
discuss the Reviews. 

On January 17, 2002, the POB sent to the Firms and the SEC staff a draft "POB 
Preliminary Work Program for Phase II (Operating Effectiveness) of Oversight 
Reviews of Firm Systems and Controls Relating to Independence" ("Phase n Draft 
Work Program"). This Draft Work Program contains work steps to test the operating 
effectiveness of Firm Systems and Controls, with a focus on the same nine elements 
included in the Phase I Draft Work Program. In a cover letter, the POB requested 
comments on both the Phase I and Phase II Draft Work Programs by January 31 st . 

Although the POB did substantial work preparing to conduct the Reviews, going back 
to November 2000, by January 2002 it still had not been able to obtain the 
information and documents it requested from the Firms in July 2001. The POB 
believes that the time, effort and expense associated with much of its work on the 
Reviews could have been avoided if more progress had been made in the Reviews. 

For context here, it should be noted that in a letter dated January 17, 2001, 
Congressman John Dingell, Ranking Member of the House Committee on Energy and 
Commerce, requested the U.S. General Accounting Office ("GAO") to conduct a 
study of the accounting profession's governance system. In a subsequent letter 
dated June 7, 2001, Congressman Dingell asked the GAO to include in this study, 
among other matters, the adequacy and effectiveness of the Reviews. Further, it is 
evident from recent media coverage, as well as Congressional hearings on the Enron 
collapse, that Congress has increased its focus on the accounting profession, 
including auditor independence. 

VII. POB'S Position 

As previously noted, in a letter to SEC Chair Pitt dated January 21, 2002, I stated 
that, in view of the POB's intention to terminate its existence no later than March 
31, 2002, and as part of the transition, plans must be made to transfer 
responsibility for the Reviews and the Reports from the POB to an Independent 
Person. 

The POB believes that, consistent with the Term Sheet, and to further the public 
interest, the Reviews should be performed, and the Reports issued, by an 
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Independent Person. The Firms have previously suggested that the Reviews be 
conducted, and the Reports issued, by the peer reviewers of the Firms. The POB, as 
it told the Firms at the time, does not agree with this approach because it is not in 
accordance with the Term Sheet. Concerns regarding the peer review process 
recently expressed by Congressmen and others also indicate peer reviewers should 
not be given responsibility for the Reviews and Reports. 

In addition, the POB does not believe the Reviews should be conducted, and the 
Reports issued, as proposed in the SEC Revised Draft Letter. 4 Rather, it is the view 
of the POB, based on its work on the Reviews, that the Reviews and Reports should 
be done by an Independent Person in the manner discussed below. In particular, the 
Reports should be written in "plain English" with informative, meaningful and 
transparent disclosure, in furtherance of the public interest. 

A. Scope of Reviews 

The POB believes that, in evaluating the "effectiveness" of the design, 
implementation and operation of the Firms' Systems and Controls pursuant to the 
Term Sheet, the Independent Person should determine whether those Systems and 
Controls provide reasonable assurance of compliance with applicable SEC, AICPA, 
SECPS and Independence Standards Board ("ISB") independence requirements 
(collectively, "Independence Requirements"). 

B. Form and Content of Reports 

It is the position of the POB that the "public written reports" on the design, 
implementation and operating effectiveness of the Firms' Systems and Controls 
called for by the Term Sheet should be in "plain English" with meaningful disclosure. 
Moreover, these Reports should be "informative [so] that the public clearly 
understand^] what has occurred," as stated in the letter from Mr. Morrissey, as SEC 
Deputy Chief Accountant, to POB counsel dated July 13, 2001. 

In addition, the POB believes that the Independent Person should include in the 
Reports a discussion of the following: 

• A description of the scope, methodology, and work performed. 

• A description of each Firm's U.S. practice, including lines of business, and the 
approximate number of partners and professionals covered by the 
Independence Requirements. 

• A description of the Firm's policies, procedures and practices to achieve 
compliance with the Independence Requirements. 

• A description of the findings and evaluation of whether the design, 
implementation and operating effectiveness of the Firm's Systems and 
Controls provide reasonable assurance of compliance with the Independence 
Requirements. 

• If the Firm's System and Controls provide reasonable assurance there was 
compliance with the Independence Requirements, but there were significant 
deficiencies in the design, implementation or operating effectiveness of the 
Firm's Systems and Controls, then observations and recommendations 
concerning those deficiencies would be set forth in an appendix attached to 
the Reports. This appendix would also include any letter from the Firm in 
response to these observations and recommendations. 


Any observations and recommendations relating to deficiencies that were not 
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significant would be communicated in writing to the Firm, but not included in 
the Reports. 

• Identification of any "best practices" observed. 

• Any recommendations to the SECPS or other standard setters on the 
development of a written document, or other appropriate action, with respect 
to "best practices." 

The SEC Revised Draft Letter does not take this approach. It proposes that the 
scope of the Reviews, and the form and content of the Reports, be more limited, as 
specified in that Letter. For example, the Draft Letter states that significant 
observations and recommendations on the Firms' Systems and Controls should not 
be part of the Reports, but instead put in letters of comment in the AICPA's public 
peer review files. 

The POB does not agree that the form and content of the Reports on the Reviews 
should be limited as proposed in the SEC Revised Draft Letter. Such limitations 
would be an undue constraint on the Independent Person in a manner that, in the 
POB's view, is not consistent with the Term Sheet. 

The POB, in particular, does not agree with the proposal in the SEC Revised Draft 
Letter that significant observations and recommendations be omitted from the 
Reports, and instead placed in letters of comment to the Firms, with copies put in 
the AICPA public peer review files. 3 The POB believes that significant observations 
and recommendations constitute important information that should be readily 
available to readers of the Reports and other members of the public. Further, 
physically separating the significant observations and recommendations from the 
Reports would likely be viewed as a device intended to make it more difficult for 
readers of the Reports to have ready access to that information. The rationale in the 
SEC Revised Draft Letter that these significant observations and recommendations, 
if placed in the Reports, could be "confusing" or distracting to readers is not 
persuasive, particularly given the SEC's mandate for "full and fair disclosure" and 
the transparency in other reporting processes. 

The POB believes that the Independent Person, as the party responsible for 
conducting the Reviews and issuing the Reports, should have the discretion, within 
the parameters of the Term Sheet, to determine the form and content of the Reports 
based on its findings in the course of the Reviews. To provide otherwise would raise 
questions about the independence of the process. 

C. Work Programs for the Reviews 

The POB believes that it would be in the public interest for the Independent Person 
to use the Phase I and Phase II Draft Work Programs in its conduct of the Reviews. 
These Draft Work Programs were prepared by Tucker Alan, Inc., auditing and 
systems consultants to Fulbright & Jaworski L.L.P. ("F&J"), counsel to the POB for 
the Reviews and Reports. In developing these Draft Work Programs, Tucker Alan 
received input from Jerry Sullivan, Executive Director of the POB; Henry Jaenicke, 
independence consultant to F&J; George Fritz and David Pearson, auditing and peer 
review consultants to F&J; and attorneys at F&J working on the Reviews. A 
substantial amount of time, effort and expense was spent in developing the Draft 
Work Programs, and the POB believes they would be very helpful to the 
Independent Person in conducting the Reviews. 

The POB also recommends that the Independent Person consider obtaining the 
assistance of Tucker Alan, as well as Messrs. Sullivan, Jaenicke, Fritz and Pearson, 
in conducting the Reviews and preparing the Reports. 
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D. Confidentiality Agreement 

The POB believes that a confidentiality agreement should be entered into between 
the Firms and the Independent Person with regard to Firm information and 
documents to be submitted to the Independent Person for the Reviews. 

The Firms provided the POB with a proposed confidentiality agreement on 
September 7 , 2001. This proposed agreement, among other things, required that 
the POB not retain any documentation underlying the Reviews beyond the date of 
issuance of the POB's Reports, and that the POB not provide information about the 
Reviews to any third parties without the prior approval of the Firms. In a telephone 
conference on September 19 th , POB counsel told counsel for the Firms that the 
proposed confidentiality agreement was not acceptable to the POB, and provided 
extensive comments on that agreement. These comments included, among others, 
that the POB should retain the documents underlying the POB's conclusions, 
recommendations and observations in the Reports for a reasonable period of time 
after issuance of the Reports, and not dispose of those documents at the time it 
issues the Reports. In addition, POB counsel stated that the POB should not be in 
the position of being unable to grant a request for information or documents from 
the United States Congress, the SEC, the GAO, or other governmental entities 
("Governmental Entities"), without having to first obtain the approval of the Firms. 

E. Foreign-Associa t e d Firms 

There have been extensive discussions among representatives of the POB, Firms and 
SEC staff concerning the issue of whether the Firms' foreign-associated firms should 
be included in the Reviews. The SEC Revised Draft Letter calls for the Reviews to 
cover these foreign-associated firms in a limited manner. 

We note that at the above-mentioned meeting on January 9, 2002, POB 
representatives concurred with the chief executive officers of two of the Firms, as 
well as the Chair of the SECPS Executive Committee, that reviews of foreign- 
associated firms should be deferred until January 2003, when specific quality control 
provisions in the SEC independence rules become effective for those firms. Because 
of the importance of this issue, the POB believes there should then be a special 
review of foreign-associated firms, separate from the instant Reviews. 

F. Dates for Reviews 

The SEC Revised Draft Letter proposes an amendment to the Term Sheet which 
would change the "as of" date for the Reviews from January 1, 2001 to June 30, 

2001 and the testing period from the six- months ended June 30, 2001 to the 
shorter period May 7 to June 30, 2001. The POB concurs with this change in view of 
the fact the SEC's new independence rules were not in effect on January 1, 2001, 
but, for the most part, were by May 7, 2001. At the above-mentioned meeting on 
January 9, 2002 with the chief executive officers of two of the Firms, as well as the 
Chair of the SECPS Executive Committee, POB representatives confirmed this view. 

We also note that, consistent with comments given by POB counsel to the SEC staff 
on December 17 and 19, 2001, there should be flexibility for the Independent 
Person to test items outside of the designated time period, in order to obtain 
reasonable assurance that the Firms' Systems and Controls were operating 
effectively during the time period, to identify "best practices" or otherwise to 
achieve the purposes of the Reviews. 

VIII. Conclusion 

The POB believes that, consistent with the Term Sheet and the public interest, the 
Reviews should be performed, and the Reports issued, by an Independent Person in 
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the manner discussed above. In particular, It is the view of the POB that the Reports 
should be written in "plain English" with informative, meaningful and transparent 
disclosure, in furtherance of the public interest. 

It is important that the Reviews and Reports be undertaken and completed as soon 
as reasonably possible. As stated in Mr. Morrissey's letter dated February 20, 2002, 
referred to above, any "protracted delay" in completing the Reviews and Reports 
"could undermine investor confidence in the audit process." 

We note that Mr. Morrissey's February 20 th letter requests that the Firms develop 
"an alternative approach" for completing the Reviews and Reports for consideration 
by the SEC staff. The POB believes that this request is not in the best interest of the 
Firms or the public, or in the spirit of the Term Sheet An approach for the Reviews 
developed by the Firms themselves could be subject to criticism as lacking 
independence and thus credibility. Accordingly, we believe it is in the public interest, 
as well as consistent with the Term Sheet, for the Reviews and Reports to be 
developed by an Independent Person. 

Sincerely, 


Charles A. Bowsher 
Chair 

cc: Robert K. Herdman 

Chief Accountant 

United States Securities and Exchange Commission 

Chari es D. Niemeier, Esq. 

Chief Accountant 
Division of Enforcement 

United States Securities and Exchange Commission 

Robert W. Gramling 
Consultant 

United States General Accounting Office 

Michael A. Conway 
KPMG LLP 

Edmund Couison 
Ernst & Young LLP 

Michael O. Gagnon 
PricewaterhouseCoopers LLP 

Charles A. Horstmann 

Andersen Worldwide 


© 2002 Public Oversight Board 


1 The SEC informed the POB that, after the Term Sheet was entered into by the SEC 
and the Big 5 Firms, the next three largest firms (BDO Seidman LLP, Grant Thornton 
LLP, and McGladrey & Pullen LLP) volunteered to participate in the Reviews. The 
POB was advised subsequently that these three firms may not participate in the 
Reviews. 

2 See "Accounting Industry Oversight Board Votes to Disband to Protest SEC Plans" 
at page A2 of the January 23, 2002 issue of The Wall Street Journal , and "SEC Chief 
Pushes Accounting Agenda" at page Cl of the January 24, 2002 issue of the Los 
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Angeles Times. 

3 In a subsequent letter to SEC Chair Pitt dated January 31, 2002, 1 stated that, 
after having given serious consideration to the matters discussed with Chair Pitt and 
the content of his letter of January 22, 2002, and having consulted with the 
leadership of the AICPA and the Chair of the SECPS Executive Committee, the POB 
believed it would not serve the public interest for it to continue. In particular, I said, 
"Given the recent events and the SEC's proposal for a new structure, we believe that 
we cannot effectively oversee the activities of the accounting profession and it would 
mislead the public to seem to do so." 

4 As previously noted, POB counsel provided extensive comments on the SEC 
Revised Draft Letter to the SEC staff on December 17 and 19, 2001. While the POB 
believes that all these comments have merit, in the interest of keeping the 
discussion in this letter relatively brief, only some of the comments are discussed 
here. 

5 See note 4. 
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Resolution Passed by the 
* Public Oversight Board on January 20. 2002 

Be it resolved, after due consideration of the importance of effective self-regulation as 
one aspect of the oversight of the accounting profession, but with recognition of the obstacles to 
achieving this goal which have been encountered in recent years, and given the proposal of the 
SEC in consultation with the AICPA and the SEC Practice Section Executive Committee, 
without input from the Public Oversight Board, to reorganize the self-regulatory structure, the 
POB intends to terminate its existence pursuant to Section IX of the POB Charter no later than 
March 31, 2002. 

The March 31 date is selected to provide time needed for coordination with the SEC 
Practice Section and for transitioning important tasks now underway, such as monitoring the 
implementation of the recommendations of the Panel on Audit Effectiveness; overseeing the 
Auditing Standards Board, the SEC Practice Section, the Peer Review Committee and the 
Quality Control Inquiry Committee; conducting the special independence reviews of the Big 5 
accounting firms; and, based upon the POB’s more than 20 years’ experience, offering 
suggestions as to how the existing self-regulatory structure, now rendered largely ineffectual, 
might be substantially strengthened. The members of the POB believe that its professional staff 
can be a continuing resource beyond March 31 in assisting in the creation of a new and effective 
self-regulatory regime. 
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PREPARED STATEMENT OF AULANA L. PETERS 

Member, Public Oversight Board 
Retired Partner, Gibson, Dunn & Crutcher 
Former Commissioner, U.S. Securities and Exchange Commission 
March 19, 2002 

Good morning, Mr. Chairman. Thank you for giving me this opportunity to share 
my views on the issue of reform of the accounting profession’s self-regulatory struc- 
ture. In a conversation I had with the Robert Herdman, Chief Accountant of the 
SEC last January, he commented that there are times when reform can and should 
be evolutionary and times when it must be radical. Based on my oversight experi- 
ences as a member of the POB, I had begun to conclude that the profession’s self- 
regulatory structure needed reform and was looking forward to working with the 
profession and within the structure of the POB to develop those reforms. But the 
crisis precipitated by the Enron scandal and other events have created an environ- 
ment of urgency. So, here we are. The Chief Accountant did not tell me whether 
he thought the times called for evolutionary change or radical change. In my view, 
the current state of affairs requires the change to be radical and immediate. 

Before proceeding with my testimony, I wish to emphasize that the views I am 
about to express are based on my observations and conclusions about flaws in the 
current self-regulatory process. I believe these flaws are inherent in the structure 
itself and are not the result of any lack of competence of the professionals who serve 
as members of the Auditing Standards Board (ASB), the Quality Control Inquiry 
Committee (QCIC) or the Peer Review Committee of the SEC Practice Section of the 
American Institute of Certified Public Accountants (SECPS). During the past year, 
I have observed dozens of accounting and auditing professionals devote countless 
hours and enormous energy to setting standards, investigating alleged audit fail- 
ures, and conducting peer reviews. The individuals involved in these processes are, 
without a doubt, highly intelligent, undeniably expert and extraordinarily dedicated. 
These men and women are not compensated for contributing their talents and skills 
to the work of the various committees of the American Institute of Public Certified 
Accounts (AICPA). Their reward is the satisfaction of knowing that their efforts are 
directed at improving the financial reporting process. 

General Structure 

Chairman Bowsher has summarized for you the most important points of the self- 
regulatory structure the POB believes is the most appropriate model for the ac- 
counting profession. It achieves the streamlining of what commentators like to call 
the “alphabet soup” of governance, by bringing all standard setting under one roof, 
eliminating overlapping and untimely disciplinary procedures, and by strengthening 
and adding transparency to what was the peer review process. 

Based on my observations and experiences, I have concluded that it is critical for 
the power of any new self-regulatory structure to be based in legislation. This is es- 
sential for the independence, certainty and long-term viability of whatever entity is 
created. For example, without a legislatively-based source of authority and funding, 
the new regulatory entity would be vulnerable to pressure from the persons it regu- 
lates or who are directly affected by its regulation. 

Furthermore, I believe that streamlining the current governance system is not 
likely to be accomplished through negotiation and compromise. For example, the 
SEC proposal is just such a negotiated compromise and 1 am advised that it leaves 
standard setting and the discipline of “smaller” firms with the AICPA. Furthermore, 
it does not deal with the Financial Accounting Standards Board. Consolidating all 
self-regulatory activities under one umbrella regardless of vested interests is impor- 
tant for efficiency, effectiveness, and cost savings. 

Most importantly, any new self-regulatory structure must be completely inde- 
pendent of the profession. In my opinion it is not enough to create an entity in 
which the public members “predominate,” whether by a simple or super majority. 
No member of the new “board” or “institute” or “panel” should be affiliated with or 
responsible to any accounting firm or the AICPA. That does not mean that the self- 
regulatory process should not tap the talent and expertise of the profession. There 
are other ways to achieve that end. For example, retired leaders from the account- 
ing profession such as Michael Cook, Shaun O’Malley, or Robert Mednick, just to 
mention a few, could be called upon to serve. In addition, former chief executive 
officers, chief financial officers, and well-known and respected institutional money 
managers would contribute vital input to the process from the perspective of pre- 
parers and users of financial statements. 
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The Structural Changes 

From the public’s perspective, I think that one of the most important aspects of 
the new self-regulatory process will be that which is focused on discipline. To the 
extent the discipline can be structured to have a diagnostic element, as well as a 
punitive/remedial one, both the accounting profession and the public will benefit. 

Quality Control 

The objective of the peer review process is to evaluate the design of and test com- 
pliance with a firm’s quality control system with a view to determining whether 
there are weaknesses, deficiencies or other problems within the system that would 
likely contribute to or result in substandard audits. However, I believe that peer re- 
view is not, as currently structured, a good diagnostic tool for reviewing the quality 
control system with a view to detecting and remedying flaws that result in a par- 
ticular substandard audit. Furthermore, the peer review process is not predictive in 
that it has not been an effective tool for identifying how and why auditors in the 
field make bad judgment calls. 

I think the POB’s recommendation that the triennial peer review be replaced by 
a retooled annual review conducted by the new regulatory agency will make the re- 
view process a more useful diagnostic tool even though it is unlikely that it can be 
more predictive. In my view, regardless of whether a review is triennial or annual, 
it will not prevent future audit failures although it can be enhanced to better serve 
its purpose of quality control. The POB proposal calls for the process to become: 

• Independent of and from the firm being reviewed by transferring the activity to 
the self-regulator. This change may enhance scrutiny of quality control by avoid- 
ing potential biases in a system where competitors, having possible incentives to 
not burden the system with additional obligations or otherwise act to their own 
detriment, perform the review. 

• Applicable to all engagements selected through the sampling process with no en- 
gagement being excluded from the review simply because it is, or possibly could 
be, the subject of litigation. Such engagements provide an opportunity to examine 
challenged audits to test compliance with quality controls and receive timely in- 
formation on what went wrong with the quality control system and therefore 
could help avoid future audit failures. 

• More transparent in that the reports issued include a description of (1) the limita- 
tions of the review and (2) the findings (whether “best practices” or “deficiencies”) 
by the reviewing team. 

Discipline 

The current QCIC process is designed to review cases that are the subject of liti- 
gation to determine if there is a systemic problem at a firm whose audits become 
the subject of litigation. If during the course of this review the committee finds a 
problem with an individual’s performance on the specific audit, it may refer the 
matter to the Professional Ethics Executive Committee (PEEC) and recommend ac- 
tion to be taken by the firm with respect to the specific individual. In my view, the 
QCIC and PEEC processes are flawed because they are segregated from one another 
and thus are not geared to react quickly to bad judgment calls that do not signal 
a breach of the quality control system; they are structured to have no impact on 
pending litigation which weakens the diagnostic or remedial benefits of their ac- 
tions; and their ability to gather facts is limited. 

The POB recommendations address these issues by combining the QCIC and 
PEEC processes into a single disciplinary system for all auditors, so that issues of 
quality control are not divorced from those of individual performance. The new regu- 
latory entity will be responsible for both identifying problems and remedying them. 
It will also conduct the annual reviews; consequently the information gleaned and 
lessons learned should naturally feed back into the standard setting process on a 
timely basis. 

The POB, as does the SEC, recommends that the new regulatory body have the 
power to compel the production of documents and take testimony, thus giving it au- 
thority to investigate fully allegations of audit failure or accountant malfeasance. 
Greater access to information should facilitate a deeper probing of the possible 
causes of alleged audit failures. However, the POB’s proposal differs from that of 
the SEC in that it provides for no deferral process. This difference is important 
because the POB model goes farther in assuring the public that the disciplinary 
process is working and that errant accountants are being held accountable. 
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POB Termination 

Finally, I would like to comment on the question of why the POB voted to disband 
and reiterate the particular facts that motivated me to vote with my colleagues. For 
me the key facts are: 

On December 4, 2001, the POB learned, after the fact, that the Chairman of the 
SEC had met with representatives of the AICPA and the “Big 5” to discuss the 
implications of the Enron disclosures for the profession and its self-regulatory 
structure. 

On January 4, 2002, the POB attended a meeting of the Executive Committee of 
the SEC Practice Section at which it learned from a committee member that the 
AICPA had formed a working group to formulate a proposal for a new self-regu- 
latory structure to submit to the SEC. Comments were made to suggest that an an- 
nouncement of the plan was anticipated within a few weeks. This was the first time 
that the POB was advised of the existence of this task force and its work. The POB 
immediately asked to be included in and advised of the progress of the working 
group’s activities as part of its oversight duties. 

On January 17, 2002, the POB was informed for the first time that that morning 
the Chairman of the SEC would hold a press conference to announce his plans for 
changes to the accounting profession’s self-regulatory system. Subsequently, but 
prior to finalizing its decision to disband, the POB learned that AICPA working 
group had submitted its proposal to the SEC a week prior to the January 17 press 
conference. 

Thus, the POB the independent body charged with oversight of the accounting 
profession and in that regard assigned the duty to act in the public interest was 
effectively excluded from a process of great moment for the profession and the public 
it serves. I for one am not concerned about whether the exclusion was intentional 
or the unintended result of bad timing. Regardless of “why,” circumstances were 
created in which the POB could not effectively perform its oversight duties. The 
POB cannot be the public’s eyes and ears in an informational vacuum. Furthermore, 
the POB is a creature that exists at the sufferance of the SEC and the accounting 
profession. Consequently, whatever authority attaches to its activities and rec- 
ommendations is based on a consensus of the SEC and profession, that the views 
of the POB are relevant and of significance. Thus, being excluded from a process 
which Chairman Pitt reportedly described as producing “unprecedented” change for 
the accounting profession clearly signaled the POB’s perceived irrelevancy and em- 
phatically undercut its authority and legitimacy. 

Thank you for your time and patience. I would be pleased to answer any questions 
you may have. 


PREPARED STATEMENT OF JOHN C. WHITEHEAD 

Former Co-Chairman, Goldman Sachs & Co. 

Former Deputy Secretary of State 

March 19, 2002 

I am honored to appear before you this morning as I have done a number of times 
in the past: First back in the early 1970’s as Chairman of an SEC landmark study 
of the effect of institutional investors on securities markets, later as Chairman of 
the Securities Industry Association and also as Co-Chairman of Goldman Sachs on 
various matters, still later as Deputy Secretary of State and again on one occasion 
as Chairman of the Federal Reserve Bank of New York. I appear today, however, 
as a former nonmanagement director and audit committee chairman of more than 
a dozen public companies, not all of them, I assure you, at the same time. 

I have always championed the importance of our securities markets and the com- 
petitive structure of the institutions that serve them. They are a national asset and 
an important part of our leadership position in the world economy. The confidence 
that investors have in the system must be protected at all costs. I have also cham- 
pioned the importance of diligent independent nonmanagement directors who rep- 
resent the stockholders effectively and the public interest. 

The Enron disaster is a severe blot on the generally good record that the system 
has had over the years. Indeed, it is an embarrassment to those of us who have 
been involved in that system. It is still hard for me to believe that what was coming 
to be considered one of America’s great companies could collapse so rapidly in sucb 
an ignominious way, with such huge losses to employees, to lenders, to stockholders, 
and to the reputations of everyone involved: The management, the board, the audit 
committee, the auditors, the bankers, the security analysts, and the customers. It 
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would seem to me that grounds for criticism exist in many places and that a thor- 
ough public review and investigation, including these hearings, is absolutely desir- 
able and necessary. I am knowledgeable enough about the system, however, to be 
quite confident that most companies act responsibly and that there are not a lot of 
Enrons out there. 

The only good result of the collapse is that it is causing companies now to look 
closely at their practices and at their disclosure policies, causing boards to review 
their attitudes, causing auditors to be more independent and more thorough, lenders 
to be more careful, security analysts to be more thorough, etc. I can assure the Com- 
mittee that there is now a self-cleansing process going on out there which is very 
healthy. It might be fruitful for the hearings to begin to focus not only on what actu- 
ally happened to Enron but on what the various institutions are doing now to keep 
it from happening again somewhere else. It may be wise to let this self-cleansing 
process go on for a while without being too precipitate with legislative action. 

It is clear to me that there were many signs that a more alert or even a more 
curious board might have recognized as fair grounds for questioning. Certainly any 
request to the Board to waive the Board’s ethics rules to exempt a transaction that 
otherwise would have violated them should have been enough to bring a lot of ques- 
tions. However, the Committee should realize that it is very difficult these days to 
find and successfully recruit good board members. Many top experienced executives 
who would make excellent nonmanagement directors feel that their hands are full 
handling their present job, that their lives are already too full of other responsibil- 
ities and that the doubtful prestige and unimportant extra compensation from tak- 
ing on one or two outside directorships is not worth the increasing legal risks and 
the necessary time commitments. It would be a very unfortunate result of the Enron 
disaster if it became impossible now to recruit to board membership the kind of 
experienced, capable people that the system increasingly requires. The Committee 
should be careful about unnecessarily increasing the financial risks and the time 
commitments of nonmanagement corporate directors. 

Having said that, I do believe some things can and should be done now. 

1. Having given the matter a lot of thought in recent years, particularly when I 
was Co-Chairman with Ira Millstein (who testified before you a few weeks ago) of 
the Blue Ribbon Committee on Improving the Effectiveness of Corporate Audit Com- 
mittees, I have reached the conclusion that the accounting firm that does the audit 
should not do other advisory work for the company. Without that, the independence 
of the auditors work will always be suspect. I reach that decision reluctantly but 
I do not see that it is possible now to restore public confidence in the independence 
of the auditors without it. The auditing firms should understand that this certainly 
does not require them to spin off or close down their advisory services. They would 
still be free to do advisory business with any company, excepting those they audit. 
Thus for any one firm what business they lose to others could be offset by business 
that others would lose to them, with no loss to the industry as a whole. As an 
alternative way of accomplishing the same purpose, it might be worth considering 
whether the restriction might be placed on the company rather than on the auditors 
by requiring that a public company should not employ their auditing firms for serv- 
ices other than the audit. It would be preferable if this all could be accomplished 
by SEC action or action of the exchanges rather than by legislation. Of course, it 
might be appropriate to except from the rule fees for minimal advisory business and 
in any case a reasonable phase-out period should be allowed. 

2. An unfortunate practice has developed in the relationships between manage- 
ment, auditors, and board audit committees on the setting of auditor’s fees. Fees are 
set annually by negotiation between management and the auditor and then ap- 
proved by the audit committee. Managements objective, as it is with all expenses, 
is to keep the fees as low as possible. The auditor, at that stage, has no idea of how 
much time it will take, or how much extra work might be required to complete the 
audit and is often pressured to accept a lower fee and agree to a shorter time sched- 
ule than might be necessary in case questions arose. Audit committees often agree 
to the fee and the time schedule, unwilling to question what seems reasonable in 
relation to last year. If the auditor later does find questionable practices, he may 
have neither time nor money to pursue them under the terms of his agreement. A 
better practice would be to allow the auditor, at his option, to do work and charge 
fees up to a limit of, say, twice the original fee. This would tend to make manage- 
ment more aware of the authority of an independent auditor. 

3. Over the years accounting rules, something like the income tax code, have be- 
come increasingly complex and arcane with the result that in combination they can 
often obfuscate the simple facts and obscure full disclosure. Rules that permit these 
results, such as hiding off balance sheet debt, transactions with related parties, al- 
ternative accounting for acquisitions, etc., evade the principle of full disclosure and 
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undermine the foundation stone of our free market system. The National Accounting 
Standards Board should be asked to review these matters promptly and recommend 
appropriate changes in the interest of full disclosure. 

4. Rules now require that the chairman of a public company’s audit committee 
have considerable financial background and experience. Those rules should be 
amended to require all members of the audit committee to have such backgrounds. 
This will encourage the recruitment to the board of more experienced and qualified 
people and the recruitment to the audit committee those with the most financial 
experience. 

5. Since the principal purpose of audits is to provide public information to inves- 
tors and the financial community, I believe the self-regulating authority of the SEC 
over the securities industry and the stock exchanges should be extended to the au- 
diting firms. This would be an important addition to the present self-inspection sys- 
tem of the auditing companies. The authority of the SEC should also be extended 
to create a new self-regulatory entity charged with drafting a voluntary code of best 
corporate governance practices linked to an SEC disclosure requirement. Companies 
would then disclose whether they comply with the voluntary code, and explain areas 
of noncompliance. 


PREPARED STATEMENT OF L. WILLIAM SEIDMAN 

Former Chairman, Federal Deposit Insurance Corporation 
Former Chairman, Resolution Trust Corporation 

March 19, 2002 

Mr. Chairman and Members of the Committee: I am pleased to be invited here 
to add my thoughts on Enron to the many outstanding presentations you have al- 
ready received, including my distinguished friend Chuck Bowsher. 

My experience that may be relevant to the questions raised by Enron’s disastrous 
failure include: 

• Chairman of an international accounting firm in troubled times. 

• Chief Financial Officer of a major international copper producer in troubled times. 

• Dean of a major Business School in troubled times. 

• Chairman of the FDIC and the RTC in very troubled times. 

• Chief Business Commentator on CNBC 10 years in both good and troubled times. 

There is no doubt that Enron’s failure has created troubled times for the account- 
ing profession and securities markets looking for the causes of failure and its accom- 
panying financial losses, as this Committee knows is not a simple task. The changes 
that are needed to try to avoid such costly events in the future will be numerous 
and unfortunately complicated. 

I believe we still have more to learn about Enron (and related activities), but it 
seems more clear each day, that Enron failed because it held itself out to be a trad- 
ing company designed to hedge risk and make profits on trading, when, in fact, it 
turned out to be a company taking huge risks speculating in many volatile markets, 
including some that it was pioneering. When the market prices moved against the 
exposed underlying position, the company failed. Not as has been stated, because 
of a bank run, but because of huge losses that finally became visible. Enron’s hedges 
proved to be ineffective because they were with Enron’s “other pocket” related com- 
panies for which Enron was ultimately financially responsible. Further, the profits 
were reported on a market-to-market basis for future contracts for which there was 
no real market. Thus profit was dependent on future market prices determined by 
the company as the largest “market maker” in the field. Using optimistic forecasts, 
the company was anticipating earning profits based on estimates of future prices, 
when, in fact, these were not determinable. While accounting rules require market- 
to-market, there has to be a market for them to apply. 

The free market has now exercised its will and “regulated” Enron, as it always 
will, but the unrestricted free market is often a brutal and costly regulator. What 
can be done to avoid or minimize this kind of debacle in the future? 

I would suggest examination of three areas in need of some reform: 

• Accounting policy and governance. 

• Corporate governance. 

• Government’s regulatory, tax, and supervisory role. 
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Accounting Matters 

From what we know at this stage, it seems that the CPA audit reports did not 
really “fairly present” the position of the company in a way that was understandable 
by investors, even sophisticated ones. Further, the accounting standards, though 
possibly technically followed, did not result in information adequate for markets to 
make decisions. Enron was a very complex large company and thus it was difficult 
to understand its operation, but the accountants did not make it easier. 

Both accounting standards and the firm applying them failed to provide the clear 
information necessary for free markets to perform effectively. 

What to do: 

1. The Government must provide and control the regulation of public accounting 
firms. Accountants start with a basic conflict of interest since they are paid by the 
enterprises they audit. Thus governmental control is necessary to insure compliance 
with the rules of operation. The alternative is for Government itself to audit, which 
is undesirable (though the Government does run the worlds largest “audit firm” (the 
IRS). Auditing is a highly competitive profession that needs structure for competi- 
tion with compliance done by Government. This Government body should be ap- 
pointed by the SEC Board. Its charge will be to insure that accountants follow the 
rules of practice as set by the SEC, FASB (or successor). The body should be bipar- 
tisan with terms of at least 4 years. 

Many changes will follow from this, including, but not limited to, separating audit 
from consulting, control of the “swinging door” between audit firm personnel and 
client accounting positions and possible rotation of auditors. Incidentally, I do not 
believe that tax return preparation and advice should be a part of the consulting 
practice separated. 

2. The accounting and auditing standards must be set by an independent body 
financed by independent sources — Government tax, user fee, etc. This organization 
must be protected from undue influence both of a public and private nature much 
like the FDIC and RTC was during my tenure as Chairman. The FASB seems to 
have performed reasonably well, except where outside pressures forced them to 
abandon necessary action. 

Corporate Governance 

The Board 

It is far from clear what the failure of corporate governance was at Enron. The 
Board relied upon reputable independent CPA’s and legal counsel, and on a manage- 
ment perceived to be of the highest reputation. Even their doubtful approval of a 
conflict of interest regarding related parties transactions were set up with care. The 
audit committee’s independence perhaps is in question, but there are already many 
independence rules in place on that issue. We must take care not to unfairly burden 
directors and particularly audit committee members or the result will be to reduce 
the availability of good directors to serve. 

If the directors failed in their fiduciary duties, the courts will hold them account- 
able. While insurance may cover their liabilities, they cannot be assured of this 
result if their conduct violates their fiduciary duties. I would suggest only two 
substantive changes be considered. 

First, my experience as a member of boards suggest that allowing one person to 
be the Board Chairman and CEO concentrates too much power in one place. While 
this is the way most U.S. boards of directors are organized, it can result in real 
abuse when the wrong person is CEO. 

Second, in this regard, it is important that the independent director (or some of 
them) constitute the committee to recommend new and retained directors to the 
board for approval. This suggestion will support board independence on which the 
governance system is based. 

The Corporate Offices 

Corporate officers performed poorly (to say the least) at Enron, but it is difficult 
to set performance standards legislatively. At the FDIC, we recommended, and the 
Congress passed, laws preventing golden parachutes when used shortly before a 
company failed. This was a difficult law to draft and enforce. Today, the golden 
parachute is offered in the form of options exercised while the officer knew or should 
have known the company was in trouble. Today’s laws allow reclaiming profits, but 
this is not punitive. I guess most taxpayers would say, “do something,” but do not 
create more lawsuits so perhaps a penalty is justified. 

Government Regulation, Supervision, and Taxation 

In my view, free markets usually work better when Government has set the struc- 
ture for them to perform. That is why we have an SEC, FDIC, Federal Reserve, 
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OCC, EPA, CFTC, Anti-Trust Division, and many other agencies. Each came into 
being to remedy a market failure in the past. 

A good free market operates like a prizefight, plenty of chance to slug it out, but 
not below the waist and not with the second’s stool. An unrestricted market is like 
a ballroom brawl where the fight results in wide spread destruction of both people 
and the place, and the winner may be the dirtiest fighter on the scene. 

The trick, of course, is to have the right rules that promote fair competition with- 
out stopping the competition. 

Enron tells us the structure for unregulated futures markets and derivatives 
failed and a market structure, while difficult to construct, is needed. Enron was a 
brawl because no regulators were empowered to deal with a good part of their mar- 
ket behavior. This supervision will be complicated to create, but only slightly more 
so than other supervision such as commodities futures, banking, antitrust, etc. 

Further, the tax system, which allowed Enron to avoid tax liability while report- 
ing large profits, also must be fixed. The loss of revenue through Enron-type activi- 
ties is growing rapidly. Tax results can be improved by enhancing IRS capabilities, 
including the use of private sector professionals and better tax laws. 

Above all, Enron’s markets and activities needed transparency — a job that can 
only be done appropriately by the Government agency — the SEC. 

I have not tried, in this short period, to deal with all the many suggested actions 
in Congressional bills, testimonies, and the administrative proposals. I will be 
pleased to answer questions where I can on these and other matters. 

In summary, there is much to be done by the Congress, to reduce the chances of 
“another Enron,” but it must keep in mind that overreaction can do as much harm 
as no action at all. 

Thank you. 


PREPARED STATEMENT OF MICHAEL MAYO 

Managing Director, Prudential Securities, Inc. 

March 19, 2002 

Chairman Sarbanes, Senator Gramm, Members of the Committee, thank you for 
inviting me to testify today about conflicts on Wall Street. I will cover conflicts 
among brokerage firms, corporations, and research analysts. I currently work for 
Prudential Securities, which values independent research, however, I am here today 
to give my own personal point of view. 

It is great to be back near my home in Maryland. I hope that the University of 
Maryland basketball team advances far in the NCAA basketball tournament. I can 
guess that the Chairman shares my hopes. 

I am here to talk about what can be analogous to playing basketball with one 
hand behind your back. Objective analysts, those with negative opinions and/or crit- 
ical remarks, may have trouble holding corporations accountable. The reason is that 
companies themselves and their managements are the best source of information, 
and bullish and conflicted analysts may have the best access to this information. 

It is still hard for an analyst to be objective and critical. When an analyst says 
“Sell,” there can be backlash from investors who own the stock, from the company 
being scrutinized, and even from individuals inside the analyst’s firm. While much 
attention in Washington is being paid to the pressures related to a firm’s invest- 
ment banking operations, other pressures can be as great or more. The main point: 
Some companies may intimidate analysts into being bullish. Those who stand up 
may face less access to company information and perhaps backlashes, too. 

I have a few perspectives to support my view: 

• From personal experience: I have worked at 4 of the 10 largest brokerage firms. 
I understand how the brokerage industry works. 

• From my research: I have covered the banking industry since the late 1980’s and 
head the financial research group at Prudential Securities. 

• From my stock ratings: When the facts support it, I do not shy away from placing 
Sell ratings on companies I cover. I have probably done so more than almost any 
other analyst. 

• From my current firm Prudential Securities: A year ago, Prudential shed almost 
all of its investment banking activities. 

I will cover three areas in my testimony: (1) My personal experiences; (2) The con- 
flict between serving investors versus corporations; (3) Problems with access by 
research analysts to corporations. 
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My Experiences 

As I prepared for my career, I had all the usual training — financial textbooks, 
MBA training, professional certification, and even training at the Federal Reserve 
here in Washington. But playing-by-the-book does not do it on Wall Street. Here are 
a few personal examples to illustrate my point. 

• After publishing a report with a Hold rating — not a Sell but a Hold rating — the 
CFO of the subject company had a shouting match with my boss and me. There 
was a threat of investment banking business getting withdrawn. Luckily, my sen- 
ior management supported me. 

• I published a report criticizing a merger. One investment banker barked at me, 
“How do we make money off this research?” I stuck with my opinion. 

• A bank excluded me from an important dinner meeting at which all of the other 
banking analysts from major firms were in attendance. 

• A CEO called to complain. He did not like negative comments in a report. He said 
that he gave investment banking business to my firm due solely to me. He said 
we had “let him down.” I said simply that we are objective with our analysis. 

• I placed a Sell rating on one bank. I was told that the bank’s management, in 
turn, told large investors that we had not done our homework, effectively criti- 
cizing our research approach. Within 6 months, I was proven correct after the 
stock declined as a result of issues when earnings were publicized. 

• We asked to visit with the management of a company. The response was “No.” 
I finally took a meeting with one company representative. They had said, “Take 
it or leave it.” What choice did I have? 

So whether the time was the start of last decade or the start of this decade, 
whether the firm was UBS, Lehman, Credit Suisse First Boston, or Prudential Secu- 
rities, the backlash from corporations was similar. Little has changed to help me 
perform my job better. This pervasiveness suggests there are larger issues at work. 
We need to address these issues to ensure that investors get unbiased research. 

Conflicts At Brokerage Firms: 

Between Serving Investors Versus Corporations 

This statistic is critical: The brokerage industry earns four times as much from 
serving corporations (i.e., through investment banking and related services) as from 
serving investors. Two decades ago (1982), this ratio was one to one. 1 In addition, 
the same firms (the 10 largest brokerage firms) that get most of the trading busi- 
ness with investors gain an even greater percentage business of investment banking 
activities with corporations. 

So who is really the client? The degree of conflict between serving corporations 
and investors — based on where the money is made — is at its highest level in history. 
If nothing else, this creates an environment ripe for abuse. 

For brokerage firms, what does it mean to earn four times more from corpora- 
tions? First, investment bankers have the leverage. They want research analysts to 
act as team players. To them, this may mean saying nice things about their major 
corporate clients or potential future clients. Second, brokerage firms hire people who 
get along with investment bankers. One manager who hired me said that, in evalu- 
ating analysts, the firm placed a lot of weight on what the companies had to say 
to investment bankers. Can you imagine? This is like judging a food critic based on 
what the restaurants say! 

For analysts, what does it mean that their firms earn four times more from cor- 
porations? It means financial incentives, which can taint analysts’ opinions, and 
keeping a job. Its not rocket science: Eighty percent of traditional brokerage profits 
come from corporations. Help the firm, you do well. Hurt the firm, why get re- 
warded? Analysts are mainly bullish and conflicted, probably because they do not 
want to lose their jobs. 

My main point: People do what they are incented to do. For brokerage firms, the 
incentive to serve corporations over investors is stronger than at any other point in 
history. For analysts, the main incentive is to stay employed. 

Problems With Access By Research Analysts To Corporations 

It takes an objective and critical analyst many times more work to do the job than 
it does a bullish or conflicted analyst. The main reason: Backlash from corporations. 
Such backlash can take various forms — I have five examples: 


1 Based on revenue data from the Securities Industry Association from 1999-2001 and as- 
sumed profit margins, earnings (pretax) in investor businesses were $35 billion versus $127 bil- 
lion from investment banking. In comparison, these amounts in 1982 were $2.1 billion and $2.6 
billion, respectively. 



971 


(1) Investment Banking: The influence of investment banking on stock research 
is well documented after the Internet bubble. Per my other examples, sometimes 
companies pull business from a company after a critical report. 

(2) Phone Calls With The Company: Phone contact is part of analysts’ day-to- 
day communication to get more color behind the numbers. Bullish and conflicted 
analysts can get their calls returned first, and even get senior executives on the 
line, including the CEO. As for objective and critical analysts, at times their calls 
are not even returned. 

(3) Meetings With Management: Some firms reply to a meeting request, “Why 
is it a good use of our management’s time?” In other words, “Say something positive, 
we will let you in.” 

(4) Conference Calls: Companies hold conference calls for earnings, strategic 
moves, and other reasons. Conference call systems let you manipulate the order that 
questions are answered. Last year, on one call, the operator said my call was in the 
queue. I then hear, “No more questions.” Do the more novice investors listening to 
the conference calls realize that the order of the questions can be manipulated? 

(5) Managements Participation In Analyst Events: Institutional investors — 
my main clients — pay a lot of commissions if you hold good conferences and bring 
managements in to see them. Guess who gets these tasks? Bullish and conflicted 
analysts, especially those whose firms have investment banking relationships. 

For the bullish or conflicted analyst, calls may be returned first, questions may 
be taken on conference calls, meetings with management may get scheduled earlier, 
managements help out to visit investors or participate in conferences, and invest- 
ment banking fees may be better to boot. 

Reg FD has not fixed all of the problems. Companies simply make canned presen- 
tations on a webcast, but then may choose to turn off the webcast during the Q&A 
and the follow-on breakout sessions. (Also, some firms do not webcast their presen- 
tations, which I find very discouraging.) 

Perversely, this poor treatment has helped to make me and my team better ana- 
lysts. We are forced to better scrutinize accounting footnotes, interact more with 
impartial third parties, and go out and “kick the tires.” 

In other words, we are forced to hustle a lot more. To use the analogy, we are 
still doing the equivalent of playing basketball with one hand behind our back. The 
issue: I am not sure how many analysts are willing to accept this handicap, espe- 
cially the newer ones trying to pay their New York City rents. 

To recap the problems: (1) From my perspective, it is business as usual when it 
comes to conflicts between companies and research analysts. (2) People do what they 
are incented to do. The financial incentives for brokerage firms to serve corporations 
has never been as high as they are today. (3) Objective or critical analysts continue 
to face backlashes in many ways. 

So What Is The Solution? Information And Incentives 

From my perspective, speaking solely as an independent analyst, there are a few 
steps that can be taken to improve the situation: 

(1) Information: Make sure that the access to the information is fair. One idea: 
Have an avenue for those analysts who feel disadvantaged by the companies they 
cover to voice concerns and get corrective action. Maybe a clearinghouse whereby 
analysts have recourse to voice their concerns? Maybe someone at the SEC? Just 
give me someone whom I can call when I am treated unfairly. One caveat: Any solu- 
tion needs to insure that companies still are incented to maintain the highest level 
of information flow. I do not believe we need to regulate analysts. Analysts need to 
have equal access to information and appropriate incentives to provide objective 
research. Let’s address the root of the problem. 

(2) Incentives: Take actions to minimize the interference of investment bankers 
with the job of research analysts. Disclose investment banking relationships to in- 
vestors. Does the retail investor know that the brokerage firm pitching shares is 
also earning investment banking fees from the company? A related solution is to 
eliminate deal-based incentive pay. Also, in terms of carrots and sticks, a lot of at- 
tention has focused on making the stick bigger to get the so-called “bad” analyst. 
The “carrot” needs more attention, to encourage good behavior. I know there is de- 
bate about separating research from investment banking. From my personal experi- 
ence, I can tell you that this is an effective solution. 

Conclusion 

We have the best capital markets in the world. But let’s not grade ourselves on 
a curve. They can be better. As analysts, we are at the intersection between the 
interests of corporations and the interests of investors. We provide institutional 
memory, act skeptically, challenge corporate authority, question assumptions, and 
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speak up if something does not smell right. We are on the front lines of holding cor- 
porations accountable. Prudential Securities scaled back its investment banking a 
year ago. The result is a great environment for me. I have 100 percent support of 
management when doing my research. Despite this, the pressures outside the firm 
are as strong as ever. The result: Impediments to conducting full, independent, un- 
biased investment research on corporations. Actions that can help remove these im- 
pediments and reduce the remaining conflicts will help improve our ability to serve 
clients . . . and when I talk about clients, I am talking about investors! 
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The Road to Reform 

A White Paper From 
The Public Oversight Board 
On 

Legislation to Create a New Private Sector 
Regulatory Structure for the Accounting Profession 
March 19, 2002 
INTRODUCTION 

On January 20, 2002, the Public Oversight Board (POB) — created in 1977 to over- 
see the voluntary self-regulatory structure for the accounting profession in the 
United States — voted to terminate its existence not later than March 31, 2002. For 
the POB, this action was taken as a matter of conscience and principle. 

In a report prepared for the Senate Committee on Governmental Affairs in Au- 
gust 1980, the Securities and Exchange Commission (SEC) pointed out that for a 
self-regulatory program for the accounting profession to be successful, strong leader- 
ship from the POB is essential. The POB, wrote the SEC, “should serve as the con- 
science and critic of the self-regulatory effort.” The POB’s charter makes it clear 
that it is independent and the purpose of its oversight activities is “to represent the 
public interest on all matters that may affect public confidence in the integrity, reli- 
ability, and credibility of the audit process.” 

At the time the POB was created, there were concerns that it might not be the 
right solution. John C. Burton, a distinguished Professor of Accounting at Columbia 
University and the Chief Accountant at the SEC in 1977, warned in Congressional 
testimony in 1978 that “it is highly doubtful that a part-time group [POB] can 
either in fact or perception” provide an effective substitute for statutory regulation. 

Meanwhile, Harold M. Williams, who was Chairman of the SEC at the time the 
current self-regulatory system was being created in the late 1970’s, warned in a 
speech in January 1978, that “[t]he effectiveness and credibility of the Public Over- 
sight Board depends on its independence, including its willingness to be critical 
when called for and its ability to make public its conclusions, recommendations, and 
criticisms.” Chairman Williams also made the point that an effective POB could only 
be effective “if it is not impeded in performing its functions and responsibilities.” 

Following its decision to terminate, the POB decided to prepare this paper to out- 
line its proposals to create a new regulatory structure for the accounting profession. 
These proposals stem from the POB’s extensive experience with the profession’s vol- 
untary self-regulatory system, its knowledge of problems that confront that system, 
and its insights on the need for change. The primary purpose of this paper is to 
present the case for legislative action creating an independent regulatory organiza- 
tion in the private sector. 

The POB felt it would be helpful to provide a brief history of how the current reg- 
ulatory structure came into being; to discuss problems affecting the present regu- 
latory structure; to provide the POB’s views on enforcement, discipline, and several 
other issues facing the profession; and to discuss the POB’s decision to terminate. 

EXECUTIVE SUMMARY 

Over the past 2 years, the POB has faced increasing obstacles that have impeded 
its ability to carry out its oversight functions. As a consequence, the POB feels it 
must perform its role as “conscience and critic” because events of recent months 
have demonstrated that the warnings of Dr. Burton and Chairman Williams have 
come to pass. 

Three events are noteworthy in how the POB has been frustrated in its ability 
to effectively carry out its responsibilities. 

• On May 3, 2000, the SEC Practice Section (SECPS) — an organization within the 
American Institute of Certified Public Accountants (AICPA) — took the unprece- 
dented step of notifying the POB that it would refuse to pay for special reviews 
of public accounting firms. The special reviews in question had been sought by 
the SEC to determine whether the firms had complied with SEC and professional 
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independence standards. The decision of the SECPS to deny funding to the POB 
was a serious blow to independent oversight of the accounting profession. Melvin 
Laird, the former Congressman and Secretary of Defense, who served on the POB 
longer than any other member, said that this was “the worst incident in my 17 
years” on the POB. 

• Following the decision to cut off funding of the POB’s special reviews requested 
by the SEC, the largest accounting firms — the Big 5 — agreed with the SEC that 
the POB should instead conduct more limited independence reviews of the large 
firms. Despite this agreement, the next 21 months were marked by delay and lack 
of progress. The POB, in the end, was unable to conduct the reviews. 

•For years, the POB had carried out its oversight responsibilities under a set of 
bylaws adopted after it was created in 1977. The POB felt that a formal charter 
would improve the independence of the Board, and a charter was one of the pri- 
mary recommendations in 2000 of the Panel on Audit Effectiveness, created by 
the POB at the request of the SEC. However, objections from the AlCPA and the 
Big 5 caused negotiations to drag on for more than a year. Ultimately, a new 
charter took effect in February 2001. 

When the POB voted to terminate its existence, the lack of progress in connection 
with the independence reviews and the frustrations that stemmed from the funding 
cut off and slow negotiations over the new charter all played a role. But the precipi- 
tating factor was the decision of the SEC to develop a new regulatory structure in 
private talks with the AICPA and the Big 5 firms, with no consultation with the 
POB. The SEC did not consult with the POB even though the POB had been estab- 
lished by the AICPA, in consultation with the SEC, to protect the public interest. 

When the POB initially learned of these talks, it asked to be included in the proc- 
ess and was promised that it would be consulted. That consultation never took 
place. In the end, the POB was simply informed — on the day of the announcement 
of the proposed new structure that there was no continued role for the POB in this 
structure, rendering it a “lame duck.” The POB determined that it could not effec- 
tively oversee the activities of the accounting profession under the circumstances, 
and that it would mislead the public to appear to do so. Furthermore, the POB was 
concerned that if it were to continue during an interim period before a new govern- 
ance structure was in place, it would leave the impression that the POB approved 
of the SEC proposal, which it did not. Thus, as a matter if principle, it voted to ter- 
minate its existence. 

The Public Oversight Board strongly believes that a new regulatory structure for 
the accounting profession is essential and that, to be effective, it must be based on 
the foundation of Federal legislation. 

The Board recommends that Congress create a new Independent Institute of Ac- 
countancy — the IIA — and center all regulation under its auspices. A seven-member 
board would run the Institute totally independent of the AICPA, the Big 5, and 
other firms. The chair and vice chair would be full-time employees of the Institute; 
five other members would serve on a part-time basis. All would be appointed by a 
panel composed of the Chair of the SEC, the Chair of the Federal Reserve Board 
and the Secretary of the Treasury. Once named, the chair of the IIA would join 
these three in naming other members of the board. Members of the IIA board could 
be removed only by a two-thirds vote of the board itself. 

The SEC would have oversight of the IIA, and the SEC’s Office of the Chief Ac- 
countant would be the liaison to the IIA. 

Important functions of the Institute would include: 

• The IIA would exercise oversight for all standard setting for accounting, auditing, 
and independence, and their interpretation. Accounting standards are just as 
important as auditing and independence standards. For this reason, the POB be- 
lieves the Financial Accounting Standards Board (FASB) should be brought under 
the umbrella of the IIA, which would take responsibility for its oversight and 
funding. 

• Firm-on-firm peer review would be discontinued for firms that audit more than 
100 public corporations each year. In its place, IIA employees would conduct com- 
prehensive and thorough yearly reviews of the annual internal inspections of such 
firms. Unlike peer review, no activities of a firm would be off limits to Institute 
reviewers and the process would produce informative public reports. Substantial 
staff resources to conduct these reviews will be needed. 

In addition to the reviews, IIA employees would conduct special reviews, when 
warranted. Similar to those the SEC originally asked the POB to undertake, these 
reviews would take a systemic, in-depth look at a firm’s systems, policies, proce- 
dures, and operations. If necessary, such special reviews would delve into ques- 
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tions affecting the firm’s compliance with applicable professional standards. As 
with the yearly reviews, reports of these special reviews would be public. 

• An Office of Enforcement and Discipline within the IIA would have full authority 
to investigate allegations of wrongdoing by public accounting firms and their per- 
sonnel. The POB recommends giving the IIA the privilege of confidentiality, as 
well as the power of subpoena to compel testimony and produce documents. Cases 
of alleged misconduct could be brought before hearing examiners. When war- 
ranted, these examiners could recommend to the IIA board the imposition of sanc- 
tions, ranging from fines to expulsion from the profession. Cases could be referred 
to the Justice Department for possible prosecution, or to the SEC, State boards 
of accountancy, or other agencies, as appropriate. 

• Funding would be provided through fees imposed on public corporations in 
amounts sufficient to cover the costs of the Institute. The POB strongly believes 
that the funding mechanism must be beyond the reach of the profession to pre- 
vent it from withholding necessary funds, as it did in May 2000. 

• The IIA would be charged with coordinating international liaison and overseeing 
continued professional education for those in the profession. 

Beyond these functions, the POB recommends that: 

• With regard to nonaudit services for audit clients, the POB recognizes that there 
has been disagreement on restricting scope of services and that various models 
have been suggested for what should be allowed and what should be excluded. 

The POB strongly agrees with a point made in President Bush’s 10-point reform 
plan that “Investors should have complete confidence in the independence and in- 
tegrity of companies’ auditors.” The specifics on the President’s plan recognize the 
importance of prohibiting certain nonaudit services in order to safeguard auditor 
independence. 

The POB takes note of a statement issued by the AICPA on February 1, 2002, 
in which it affirmed that it “will not oppose Federal legislation restricting the 
scope of services that accountants may provide their public audit clients, specifi- 
cally in information technology and internal audit design and implementation.” 

Against this background, the POB proposes that SEC regulations concerning 
independence be legislatively codified with appropriate revisions to update restric- 
tions on scope of services involving information technology and internal audit 
services as noted above. At the same time, the POB believes such legislation 
should affirm that tax work not involving advocacy and attest work by audit firms 
in connection with SEC registration and other SEC filings be allowed. The POB 
also believes that small public businesses, to be defined by the SEC, should not 
be subject to any restriction on nonaudit services for audit clients. Further, with 
respect to nonpublic corporations, it is the POB’s position that such corporations 
and the accounting firms that audit them should not be subject to any restriction 
on nonaudit services. We expressly emphasize this to avoid misunderstanding and 
any consequences to small business and small audit firms. 

The IIA Office of Standards should be empowered by legislation to promulgate 
appropriate rules affecting independence to cover changing circumstances. 

The POB believes there should be no prohibition against an audit firm offering 
nonaudit services to nonaudit clients. 

• Auditors should be rotated every 7 years. As a corollary, public corporations would 
be prohibited from firing auditors during their term of service unless such action 
is determined by the audit committee to be in the best interest of shareholders, 
with prompt notice to the IIA and the SEC. Such action would be required to be 
publicly disclosed by corporations in current reports and proxy statements filed 
with the SEC. 

• Engagement and other partners who are associated with an audit should be pro- 
hibited from taking employment with the affected firm until a 2 year “cooling off” 
period has expired. 

• The Institute should expand on the recommendations of the recent Blue Ribbon 
Committee which made it clear that the external auditor should be accountable 
to a firm’s board of directors and its audit committee and not to management. 
Specifically, the audit committee should take full responsibility for hiring, evalu- 
ating, and — if necessary — terminating an audit firm. 

• To discourage conflicts of interest involving public corporations, Congress should 
amend the Securities Exchange Act of 1934 to require more meaningful and more 
timely disclosure of related party transactions among officers, directors, or other 
affiliated persons and the public corporation. Such disclosures should be made 
promptly in current reports, as well as in proxy statements filed with the SEC. 
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• Management of public corporations should be required to prepare an annual state- 
ment of compliance with internal controls to be filed with the SEC. The corpora- 
tion’s chief financial officer and chief executive officer should sign this attestation 
and the auditor should review it. An auditor’s review and report on the effective- 
ness of internal controls would — as the General Accounting Office (GAO) found in 
a 1996 report — improve “the auditor’s ability to provide more relevant and timely 
assurances on the quality of data beyond that contained in traditional financial 
statements and disclosures.” Both the POB and the AICPA supported the rec- 
ommendation when the GAO made it, but the SEC did not adopt it. 

A BRIEF HISTORY OF SELF-REGULATION 
The Stock Market Crash of 1929 and Its Aftermath 

The 1929 crash revealed a general absence of accounting and auditing standards, 
thereby permitting public companies to report financial position and results of oper- 
ations that sometimes bore little relation to economic reality. The crash and ensuing 
depression led to Congressional hearings, which in turn led to several pieces of 
reform legislation, beginning with the Securities Act of 1933 and the Securities 
Exchange Act of 1934. The Public Utility Holding Company Act of 1935, the Trust 
Indenture Act of 1939, and the Investment Company Act and Investment Advisers 
Act of 1940 followed. These Acts require, or permit the SEC to require, as the SEC 
summarized in 1994, “that financial statements filed with the Commission by public 
companies, investment companies, broker/dealers, public utilities, investment advi- 
sors, and others, be certified (or audited) by independent accountants.” 

Although audits of public corporations were common before the Federal Securities 
Acts of 1933 and 1934, they had not been required by statute. Beginning in April 
1932, the New York Stock Exchange (NYSE) requested corporations applying for 
listing to agree to have their annual financial statements audited by independent 
accountants. 

The 1929 market crash revealed improper accounting practices at large public 
companies that had become bankrupt. In 1939, the AICPA’s Committee on Account- 
ing Procedure issued the first Accounting Research Bulletin and the AICPA’s Com- 
mittee on Auditing Procedure issued the first Statement on Auditing Procedure. At 
present, accounting standards are issued by FASB, auditing standards are issued 
by the AICPA’s Auditing Standards Board (ASB), and interpretations of the Code 
of Professional Conduct are issued by the AICPA’s Professional Ethics Executive 
Committee — all of which are private sector bodies. 

The 1970’s — Expansion of the Regulatory Structure 

The major reforms of the 1930’s and the regulatory system they created survived 
for more than 40 years with only minor modifications. That the regulation of the 
accounting profession remained unchanged for so long may be attributed in part to 
the relatively few allegations of audit failures during most of that period, at least 
in comparison with later years. 

To this day, the responsibility for promulgating auditing and ethical standards re- 
sides within the AICPA. The AICPA also was responsible for promulgating account- 
ing standards until mid-1973 through its Committee on Accounting Procedure and 
its successor body, the Accounting Principles Board. Both of those committees were 
comprised principally of practicing auditors, often those who were responsible for 
their firms’ accounting policies. In 1973, responsibility for promulgating accounting 
standards passed to FASB in the belief that the setting of accounting standards by 
an independent body with no ties to either auditors or preparers of financial state- 
ments would enhance the public’s confidence in the financial reporting process. At 
the same time, the Financial Accounting Foundation was created to raise funds for 
FASB, among other tasks, and a Financial Accounting Standards Advisory Council 
was created to advise FASB on its agenda and deliberations. That structure remains 
largely unchanged today. 

A series of cases involving alleged audit failures in the 1970’s led the AICPA to 
create the Commission on Auditors’ Responsibilities, Chaired by Manuel F. Cohen, 
a former Chairman of the SEC. Those cases involved fraudulent financial reporting 
and illegal or questionable corporate acts, such as bribes, political payoffs, and kick- 
backs. The Cohen Commission’s Report, Conclusions, and Recommendations issued 
in 1978 made numerous recommendations to improve audit practice in several 
areas. Those recommendations led to the promulgation of Statements on Auditing 
Standards (SAS) that increased the auditor’s responsibility to detect and report 
fraudulent financial reporting and illegal acts by corporate management. Several 
other auditing standards can be traced either to the Cohen Commission rec- 
ommendations or to specific audit failures and the litigation that they spawned. 
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The same cases that spawned the Cohen Commission also led to hearings by both 
the Senate and House of Representatives in 1977 and 1978. In particular, the Sen- 
ate’s Subcommittee on Reports, Accounting, and Management of the Committee on 
Government Operations (the Metcalf subcommittee) held hearings to determine 
whether additional governmental regulation of the accounting profession was nec- 
essary or a system of professional self-regulation was sufficient. 

In response to these hearings, the AlCPA, in consultation with the SEC, created 
a voluntary self-regulatory framework consisting of the SEC Practice Section 
(SECPS) of the Division for CPA Firms, with an independent POB to oversee the 
activities of the Practice Section and to monitor and comment on matters that affect 
the public interest in the integrity of the audit process — a structure that exists to 
this day. While no additional governmental regulation was imposed once the vol- 
untary self-regulatory system was created in the 1970’s, the Congress did pass the 
Foreign Corrupt Practices Act (FCPA) in 1977, following Senate hearings which re- 
vealed the payment of bribes by American corporations to foreign officials. The 
FCPA made it clear that bribery of foreign officials by American companies is an 
unacceptable and illegal practice. The Act required SEC registrants to maintain a 
system of internal accounting controls to provide reasonable assurance that certain 
objectives would be achieved. For example, transactions must be executed consistent 
with management authorization and be recorded to permit preparation of financial 
statements in conformity with Generally Accepted Accounting Principles and to 
maintain accountability for assets. In addition, the FCPA required public corpora- 
tions to make and keep books and records which, in reasonable detail, accurately 
and fairly reflect underlying transactions. 

The 1980’s and 1990’s — Congressional Hearings and Legislation 

As noted in a September 1996 report of the GAO, The Accounting Profession — 
Major Issues: Progress and Concerns, “In the 1980’s, continued business failures, 
particularly those involving financial institutions, led to a series of Congressional 
hearings on auditing and financial reporting under the Federal securities laws.” 
Two major pieces of legislation resulted from those hearings: The Federal Deposit 
Insurance Corporation Improvement Act of 1991 (FDICIA) and the Private Securi- 
ties Litigation Reform Act of 1995. While those laws increased responsibilities for 
auditors, they did not address the regulatory structure of the accounting profession. 

FDICIA added Section 36 to the Federal Deposit Insurance Act to provide early 
identification of needed improvement in financial management at banks and savings 
and loan institutions. Management’s responsibilities under regulations implement- 
ing Section 36, which apply to institutions with total assets of $500 million or more, 
include reporting on management’s responsibility for and assessment of the effec- 
tiveness of the institution’s internal controls over financial reporting. Each institu- 
tion is required to have an audit committee composed of outside directors inde- 
pendent of management. Audit committees of institutions with $3 billion or more 
in assets must include members with relevant banking or financial expertise, have 
access to their own outside counsel, and exclude large customers. Under Section 36, 
the independent accountant must examine and report on management’s assertions 
about the institution’s internal controls over financial reporting, using the AICPA 
attestation standards. This requirement constitutes one of the very few statutory or 
regulatory requirements that independent auditors report publicly on client internal 
controls. 

The Private Securities Litigation Reform Act of 1995 addressed the concerns of 
Congress and regulators about auditors’ responsibilities with respect to their clients’ 
compliance with laws and regulations and about how instances of noncompliance 
were reported. Those concerns led to inclusion in the Act of a requirement that audi- 
tors of public companies notify the SEC of material illegal acts when an entity’s 
management and board of directors have failed to take timely and appropriate re- 
medial action. 

The 1996 GAO report, which was commissioned by Representative John Dingell 
(D-Mich.), the Ranking Minority Member of the House Committee on Energy and 
Commerce, identified five major issues discussed in the various studies concerning 
the accounting profession from 1972 through 1995: (1) auditor independence, (2) 
auditor responsibilities for fraud and internal controls, (3) audit quality, (4) the ac- 
counting and auditing standard setting processes and the effectiveness of financial 
reporting, and (5) the role of the auditor in the further enhancement of financial 
reporting. The report summarized the results of these reviews as follows: 

GAO’s analysis of the actions taken by the accounting profession in re- 
sponse to the major issues raised by the many studies from 1972 through 
1995 shows that the profession has been responsive in making changes to 
improve financial reporting and auditing of public companies. Further, 
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GAO’s analysis of statistical data on the results of peer reviews of account- 
ing firms that audit public companies registered with the SEC shows that 
most firms now have effective quality control programs to ensure adherence 
with professional standards. However, GAO’s review of the studies’ findings 
shows that the actions of the accounting profession have not been totally 
effective in resolving several major issues. Issues remain about auditor 
independence, auditor responsibility for detecting fraud and reporting on in- 
ternal controls, public participation in standard setting, the timeliness and 
relevancy of accounting standards, and maintaining the independence of 
FASB. 

While the profession and the SEC subsequently have addressed several of the 
issues that the GAO review identified as being unresolved in 1996, a number of 
them, such as reporting on internal controls, remain unresolved in 2002. 

Changes in the Practice and Culture of Accounting Firms 

The business model that describes the practice of the large accounting firms — a 
wide array of financial services performed both domestically and internationally for 
both audit clients and others — has existed for many years. 

Each of the large public accounting firms provide accounting and auditing serv- 
ices, tax services, and management consulting services, and the largest firms pro- 
vide those services globally through overseas offices and foreign affiliates. These 
characteristics have existed for decades. As the Cohen Commission noted in 1978: 

Before independent audits became widespread in the United States, pub- 
lic accountants were already performing a variety of other services. Public 
accountants in the early 1900’s offered advice on accounting systems, kept 
accounting records, prepared financial statements and tax returns, and per- 
formed a variety of consulting services, including appraisals. 

The Cohen Commission also noted that “large corporations typically operate at a 
number of different locations. A public accounting firm must provide services at 
many places throughout the country and the world.” The Panel on Audit Effective- 
ness, citing SEC data, noted in its 2000 report that: 

The number of foreign companies that have registered securities in the 
United States has almost tripled since 1990. . . . The securities of many 
U.S. companies registered with the SEC are traded outside of the United 
States, and the financial statements of those companies may be filed with 
non-U.S. regulators. The financial statements of many U.S. companies and 
foreign companies are available to investors or creditors in numerous coun- 
tries, irrespective of the jurisdiction that regulates such companies. 

While multifaceted practices of the international accounting firms described above 
have existed for many years, the extent to which nonaudit services are provided to 
audit clients and the globalization of the profession have changed over the years. 
Superimposed on the growth of nonaudit services and globalization is the high level 
of competition among the firms for audit clients in recent years that many believe 
has changed the culture of auditing practice. 

Certain nonaudit services provided to audit clients — particularly the design and 
implementation of large integrated information systems and internal audit and 
valuation services — have long raised concerns about both the fact and the appear- 
ance of auditor independence, and thus about the quality of audits. The size of the 
fees from those services in many cases and their relationship to the amount of audit 
fees from the same client has added to those concerns. Similar concerns about audit 
quality are a natural result of a firm’s international practice in countries that do 
not have the same level of accounting, auditing, and quality control standards as 
the United States. Last, some fear that excessive competition for audit clients has 
driven audit fees down to a level that cannot support a quality audit but that serves 
primarily to provide the firm with “a foot in the door” for marketing other services. 

Some have suggested that an increasing appetite for growth and profits is now 
driving the “culture” and “tone” of most accounting firms. Accounting firms some- 
times seem to view their clients — even their audit clients — as “business partners.” 
There are also those who contend that audits are sometimes used as “loss leaders” 
to build a relationship with a client for the marketing of the accounting firm’s 
nonaudit services. 

One can question whether, together with the natural reluctance to lose the audit 
fee, a diminished professionalism makes it more difficult for a firm to reject a cli- 
ent’s proposed accounting treatment. There seems to be little doubt that the forces 
described in this section as presenting challenges to audit quality were present in 
several of the widely publicized recent business and audit failures. And that, in 
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turn, suggests the need for additional regulation of the profession and a degree of 
oversight that significantly exceeds what exists at present. 

The SEC’s 1998 and 2000 Initiatives 

In a September 1998 speech at the New York University (NYU) Center for Law 
and Business, SEC Chairman Arthur Levitt noted that “qualified, committed, inde- 
pendent, and tough-minded audit committees represent the most reliable guardians 
of the public interest.” He announced that the NYSE and the National Association 
of Securities Dealers had agreed to sponsor a “blue-ribbon” panel to develop rec- 
ommendations “to empower audit committees and function as the ultimate guardian 
of investor interests and corporate accountability.” The committee’s report was 
issued in February 1999. 

The SEC responded with new disclosure rules in December 1999. Among them is 
the requirement that a report by the audit committee be included in the company’s 
proxy statement, indicating whether the audit committee has, among other things: 

• Reviewed and discussed the audited financial statements with management. 

• Discussed with the independent auditors the matters required to be discussed by 
auditing standards (which includes the quality of the accounting principles and 
underlying estimates reflected in the financial statements). 

• Discussed with the auditors their independence. 

In addition, the SEC adopted a rule requiring that the independent accountants 
review a company’s interim financial information before the company’s quarterly re- 
port is filed. 

The major stock exchanges also responded to the committee’s recommendations by 
enacting rules covering the independence, qualifications, and composition of audit 
committees, including a requirement that committee members be financially lit- 
erate. The exchanges further required that the audit committee adopt a formal 
written charter approved by the board of directors; the exchanges also specified that 
the charter should contain minimum audit committee responsibilities. 

Also in 1999, the Independence Standards Board (ISB) adopted Independence 
Standard No. 1, Independence Discussions with Audit Committees. The standard re- 
quires that, at least annually, an auditor intending to be considered an independent 
accountant with respect to a specific entity under the Federal Securities Acts shall: 

• Disclose to the audit committee of the company (or the board of directors if there 
is no audit committee), in writing, all relationships between the auditor and its 
related entities and the company and its related entities that in the auditor’s pro- 
fessional judgment may reasonably be thought to bear on independence. 

• Confirm in the letter that, in its professional judgment, it is independent of the 
company within the meaning of the Acts. 

• Discuss the auditor’s independence with the audit committee. 

In his 1998 NYU remarks, Chairman Arthur Levitt also proposed that “the Public 
Oversight Board form a group of all the major constituencies to review the way au- 
dits are performed and assess the impact of recent trends on the public interest.” 
In response, the POB formed the Panel on Audit Effectiveness. Its report and rec- 
ommendations, issued in August 2000, are discussed below. 

In November 2000, the SEC adopted amendments to its auditor independence 
rules. These amendments to the independence requirements placed limits on certain 
services, particularly the information technology and internal audit services, that 
accounting firms may provide to their audit clients without impairing their inde- 
pendence. In those two areas in particular, the final independence rule was not as 
restrictive as the rule originally proposed — it did not completely prohibit auditors 
from providing them to their audit clients. In early 2002, in apparent response to 
concerns emanating from the Enron collapse, the five largest accounting firms an- 
nounced their intent to no longer provide any internal audit or certain information 
technology services to their audit clients. 

The release containing the SEC’s revised independence rules noted the risk of 
compromised independence when a former partner, principal, stockholder, or profes- 
sional employee of an accounting firm is hired by an audit client of the firm. Accord- 
ingly, under the Commission’s final rule, as under the then existing requirements, 
an auditor’s independence is impaired when such an individual is employed in an 
accounting or financial oversight role at an audit client, unless certain conditions 
are met. Both the SEC and ISB considered the notion of a mandatory “cooling off” 
period before accounting firm personnel join an audit client. Neither body adopted 
it because of concerns it would unnecessarily restrict the employment opportunities 
of former firm professionals. 



980 


The Public Oversight Board’s Role in the Voluntary Regulatory Structure 

As previously noted, the POB is a private sector body — independent of the ac- 
counting firms, the AICPA, and the SEC — that was created in 1977 by the AICPA 
in consultation with the SEC for the purpose of overseeing and reporting on the self- 
regulatory programs of the SECPS. 

In addition to its ongoing monitoring and oversight responsibilities, the POB has 
undertaken or commissioned special studies and reviews over the years. The reports 
emanating from them have had a significant effect on regulation of the accounting 
profession and the quality of audits. The following are examples of these reports: 

• In the Public Interest: Issues Confronting the Accounting Profession, which con- 
tained recommendations designed to enhance the usefulness and reliability of fi- 
nancial statements, strengthen the performance and professionalism of auditors, 
and improve self-regulation (1993). 

• Strengthening the Professionalism of the Independent Auditor, which contained 
recommendations in the areas of auditor independence, involvement of audit com- 
mittees and boards of directors with independent auditors, litigation reform, and 
the relationships among the accounting profession, standard setting bodies, and 
the SEC (1994). 

• Report and Recommendations of the Panel on Audit Effectiveness, which is dis- 
cussed below (2000). 

In addition to its ongoing oversight of the peer review and quality control inquiry 
processes, the POB’s principal activities in 2001 and 2002 centered around moni- 
toring the implementation of the recommendations of the Panel on Audit Effective- 
ness, overseeing the ASB, and preparing for the reviews of the firms’ systems, proce- 
dures, and internal controls relating to independence, as discussed below. Over the 
past year, the POB has made significant additions to its full-time and part-time 
staff to carry out expanded oversight and monitoring responsibilities called for in 
the new charter. 

The POB’s charter affirms that it is independent and specifies that the purpose 
of the POB’s oversight activities is, as noted above, “to represent the public interest 
on all matters that may affect public confidence in the integrity, reliability, and 
credibility of the audit process.” The public interest is represented by the quality, 
breadth, integrity, and stature of the members of the POB, which the Board believes 
should serve as a model for the future membership of any successor oversight body. 
The POB’s first Chairman was John J. McCloy, former High Commissioner for Ger- 
many who also served his country in many other capacities over a long and distin- 
guished career. He was followed by Arthur Wood, former CEO and Chairman of 
Sears, Roebuck & Co., and then by another distinguished public servant, A. A. 
Sommer, a former SEC Commissioner and securities lawyer. Other former board 
members included Melvin R. Laird, former Member of Congress and Secretary of 
Defense, who served on the POB for 17 years, and Paul H. O’Neill, who resigned 
from the board to become Secretary of the Treasury. The current Board consists of 
Charles A. Bowsher, former Comptroller General of the United States, who was 
appointed to the Board in 1999 to serve as its Chairman; Norman R. Augustine, 
former Chairman and CEO of Lockheed Martin; Aulana L. Peters, former SEC Com- 
missioner; and John H. Biggs, Chairman and CEO of TIAA-CREF. Donald J. Kirk, 
former Chairman of FASB, resigned as Vice Chairman on January 18, 2002. 

The Panel on Audit Effectiveness 

As previously indicated, in October 1998, at the request of SEC Chairman Arthur 
Levitt, the POB appointed the Panel on Audit Effectiveness to examine the way 
independent audits are performed and to assess the effects of recent trends in audit- 
ing on the public interest. The Panel issued its report and recommendations on 
August 31, 2000. Its recommendations were addressed to many constituencies — 
standard setters, accounting firms, the SECPS, audit committees, the SEC, and oth- 
ers — and covered a wide range of matters, including: 

• Conduct of audits, including the auditor’s responsibility for the detection of fraud 
(including earnings management when it constitutes fraud). 

• Leadership and practices of audit firms. 

• Effects on auditor independence of nonaudit services provided to audit clients. 

• Governance of the auditing profession. 

• Strengthening the auditing profession internationally. 

The Panel’s report received widespread endorsement. SEC Chairman Levitt, for 
example, stated that “[i]mplementation of the specific recommendations made by the 
[planel to improve the audit process through more comprehensive and vigorous 
audit methodologies and standards will engender greater confidence among inves- 
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tors that they are receiving high-quality audits.” He also commended the members 
of the Panel “for their proposals to improve the self-regulatory framework of the pro- 
fession.” POB Chairman Bowsher predicted that the report would play an important 
part in setting a future course for the accounting profession. 

No conclusions can yet be drawn about the extent to which the actions taken to 
date to implement the Panel’s recommendations have enhanced audit effectiveness. 
The Panel’s report was published less than 2 years ago, and the process of respond- 
ing to the Panel’s recommendations is incomplete. 

EXPERIENCE WITH SELF-REGULATION 

The POB experience with self-regulation of the accounting profession has varied 
throughout the period of its existence. For years, the profession and the AICPA were 
responsive to the POB and the need to improve audits to enhance investor con- 
fidence in financial statements of public corporations. 

The environment changed in recent years as accounting firms expanded greatly 
the scope of their services which, in turn, led to a reexamination of the concept of 
independence by the SEC. During the late 1990’s, the relationship between the 
accounting profession and the SEC became very strained, with division among the 
Big 5 on whether to support or oppose the SEC. 

During the same period, the relationship between the accounting profession and 
the POB also became strained over the adoption of a charter for the POB, particu- 
larly with respect to the section in the charter dealing with funding. In effect, the 
proposed POB charter became hostage to the dispute among the accounting pro- 
fession and the SEC over resolution of proposed revisions to the independence re- 
quirements and rules. But, even during this period, several of the Big 5 supported 
the POB. 

The relationship between the accounting profession and the POB was further 
strained when the POB, at the SEC’s request, attempted to conduct reviews of the 
Big 5 firms’ policies, procedures and internal controls related to independence. The 
SEC and the firms had agreed to these reviews, and requested the POB to conduct 
such reviews and issue written reports on them. Some of the firms, unfortunately, 
adopted an approach that resulted in delay and a lack of progress. This did not per- 
mit the POB to conduct the reviews. 

In the final analysis, the experience with voluntary self-regulation has been mixed 
in recent years. The AICPA and several of the Big 5 firms, in the view of some, 
saw the POB’s role as one of a “shield” for the profession rather than as an inde- 
pendent overseer. 

Mr. Levitt, the former SEC Chairman, also described this problem in testimony 
before the Senate Banking Committee in February 2002. “More than three decades 
ago,” he said, “Leonard Spacek, a visionary accounting industry leader, stated that 
the profession could not ‘survive as a group, obtaining the confidence of the public 
. . . unless as a profession we have a workable plan of self-regulation.’ Yet, all along 
the profession has resisted meaningful oversight.” 

PROB L E M S WITH THE CURRENT SYSTEM OF SELF-REGULATION 

The current system of self-regulation of the accounting profession has significant 
problems. 

First, the funding of the POB is subject to control by the firms through the 
SECPS, which in the past has cut off that funding in an effort to restrict the POB’s 
activities. 

Second, the disciplinary system is not timely or effective. Disciplinary proceedings 
are deferred while litigation or regulatory proceedings are in process. This results 
in years of delay and sanctions have not been meaningful. The Professional Ethics 
Division of the AICPA, which handles disciplinary matters against individuals, does 
not have adequate public representation on its Board. Investigations by the Quality 
Control Inquiry Committee of the SECPS, which handles allegations of impropri- 
eties in litigation against member firms arising out of audits of SEC clients, do not 
normally include access to firm personnel and work papers. The disciplinary system 
does not include the power to issue subpoenas or compel testimony. Thus, investiga- 
tors must rely on the cooperation of the individual being investigated. The QCIC 
has no access to the complaining party or the client involved. Furthermore, there 
is no privilege or confidentiality protection for investigations or disciplinary pro- 
ceedings, and disciplinary actions are often not made public. 

Another problem is that monitoring of firms’ accounting and auditing practices by 
the peer review process has come to be viewed as ineffective, as either a diagnostic 
or remedial tool. More important, the process has lost credibility because it is per- 
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ceived as being “clubby” and not sufficiently rigorous. Finally, the peer review team 
does not examine the work of an audit that is under investigation or in litigation. 

Other problems include the fact that the current governance structure does not 
have the weight of a Congressional mandate behind it. There is also a perceived 
lack of candid and timely public reporting of why and how highly publicized audit 
failures and fraud occurred and what actions have or will be taken to ensure that 
such problems do not recur. 

Auditing Standards and Termination of the ISB 

The Auditing Standards Board (ASB) was not subject to oversight by an inde- 
pendent entity until it was put under the oversight of the POB in February 2001. 
In contrast, under the SEC’s proposed governance structure for the accounting pro- 
fession announced in January by the SEC Chairman Harvey Pitt, there will be no 
oversight of the ASB other than by the profession’s trade association, the AICPA. 
Most of the members of the ASB are associated with the eight largest public ac- 
counting firms. 

The auditing standards promulgated by the ASB have not provided sufficiently 
specific and definitive guidance, a weakness noted in the Panel on Audit Effective- 
ness Report and Recommendations issued on August 31, 2000. 

During a speech in January 1978, then-SEC Chairman Harold Williams stated, 
“The issue of independence is the key one” for the accounting profession. The Inde- 
pendence Standards Board (ISB), which was established in 1997, was terminated in 
July 2001 because both the AICPA and SEC, for different reasons, did not agree 
with what the ISB had done. The ISB was established to create, codify, and inter- 
pret independence standards for auditors of public companies. Its termination has 
left a significant void. 

The Public Oversight Board Charter 

For more than two decades, the POB operated under a set of bylaws, but without 
the benefit of a charter. Creation of a charter to provide expanded and greater as- 
surances of POB independence became a priority of the Board in December 1999, 
and was one of the key recommendations of the Panel on Audit Effectiveness, which 
issued its draft report in May of 2000 and its final report in August of the same 
year. Yet it took over a year — from December 1999 to February 2001 — to negotiate 
a new charter. 

The primary reason for this delay was the resistance of the AICPA and the large 
firms to various points. For example, the AICPA and accounting profession, contrary 
to the recommendation of the Panel on Audit Effectiveness, wanted limitations on 
POB funding. In addition, for many months they opposed giving the POB authority 
to approve nominations for the chairs of the SECPS executive committee and the 
ASB, even though they acknowledged that in the past, the POB, in effect, had ap- 
proved those nominations informally. 

In the end, the POB adopted a pragmatic attitude in order to further the public 
interest. A charter was approved which gave the POB expanded oversight and an 
enlarged budget and staff. It took effect in February 2001. 

The recommendations of the Panel on Audit Effectiveness, including a formal 
charter for the POB, were designed to improve the existing voluntary self-regulatory 
system, not to create a new regulatory structure for the profession. At the time of 
the Panel’s recommendations in August 2000, neither the POB nor members of the 
Panel thought it was likely that Congress would approve a statutory regulatory 
organization to govern the profession. 

Independence Reviews 

In a letter to the POB dated December 9, 1999, then SEC Chief Accountant Lynn 
Turner expressed concern that public accounting firms possibly lacked adequate 
quality controls for independence. As a step to “safeguard the public interest,” he 
“strongly recommend[edl” that the POB undertake “a special review of SECPS mem- 
ber firms’ current compliance” with independence requirements. On December 21, 
1999, the POB agreed to do so. Two weeks later, on January 6, 2000, the SEC an- 
nounced that an internal investigation at PricewaterhouseCoopers LLP (PwC) had 
disclosed more than 8,000 independence violations there. At this time, there were 
publicly expressed concerns that the widespread independence violations at PwC 
might also be found at other large accounting firms if they were subject to a similar 
compliance review. Against this background, the POB commenced preliminary work 
on the special reviews in January 2000, and had meetings with the firms to discuss 
the reviews. 

Then, in early May 2000, the POB’s work on the special reviews was stopped by 
a decision of the SECPS to cut off funding for them. Mr. Levitt, the Chairman of 
the SEC, stated that this was “a significant setback to self-regulation and inde- 
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pendent oversight” and raised “serious questions as to the profession’s commitment 
to self-regulation.” Melvin Laird, former Congressman and Secretary of Defense and 
the longest-serving member of the POB, said that this was “the worst incident in 
my 17 years” on the POB. 

The special reviews did not go forward, but shortly afterward, in June 2000, the 
SEC and the Big 5 firms entered into a “Term Sheet for Independence Look-Back 
Testing Program” (term sheet), which called for the POB to conduct more limited 
independence reviews. 

Subsequently, on October 10, 2000, the POB received a letter from Mr. Turner 
asking that the POB do the independence reviews called for by the term sheet “in 
lieu of” the special reviews previously requested in his December 1999 letter to the 
POB. The POB agreed to do so, and commenced preliminary work on these reviews 
in November 2000. Between then and January 2002, a period of more than a year, 
the POB did a substantial amount of work preparing to conduct the independence 
reviews. This work included a request for documents sent to the firms and the SEC 
staff in July 2001, as well as comprehensive work programs for both phase I (eval- 
uation of design and implementation effectiveness) and phase II (testing and evalua- 
tion of operating effectiveness) of the reviews, sent to the firms and SEC staff in 
October 2001 and January 2002, respectively. In addition, the POB was involved in 
working with the firms on a confidentiality agreement for the independence reviews. 
The POB’s efforts to enter into a confidentiality agreement with the firms, going 
back to July 2001, met with no success. In addition, by the middle of January 2002, 
the POB still had not been able to obtain from the firms documents it had requested 
for the independence reviews in July 2001. This lack of progress in conducting the 
independence reviews was one of the factors that led to the POB voting to terminate 
its existenc©. 

In a letter to the SEC and the firms dated March 5, 2002, the POB set forth its 
position on the transfer of its responsibility for conducting the independence reviews 
to an independent person and discussed the background of the independence re- 
views. This letter can be found on the POB’s website at www.publicoversight 
board.org. 

The Public Oversight Board Decision to Terminate 

As noted above, although the POB commenced preliminary work on the independ- 
ence reviews in November 2000, by January 2002, it still had not been able to ob- 
tain information and documents it had requested from the firms in July 2001. The 
POB was concerned that the lack of progress on the independence reviews would 
continue. This lack of progress was one of the considerations that caused the POB 
to vote its intention to terminate its existence no later than March 31, 2002. 

However, the precipitating factor in the POB’s decision to terminate was the an- 
nouncement of a proposed new self-regulatory structure by SEC Chairman Pitt. The 
POB was not consulted on this new proposed governance structure for the account- 
ing profession, announced by Mr. Pitt at a press conference on January 17, 2002, 
even though the POB had requested and been assured that it would have the oppor- 
tunity to provide input as the proposals were being developed and prior to any pub- 
lic announcement. Instead, without including the POB in the process, the SEC 
worked privately with representatives of the AICPA and the Big 5 firms and devel- 
oped the new SEC proposal. Thus, the private sector entity which was charged with 
oversight of the profession’s self-regulatory activities and with representing the 
public interest had no input into what may well be the most significant change in 
regulating the accounting profession in the last 30 years. 

A January 23, 2002 article in The Wall Street Journal reported that a spokesman 
for PwC confirmed that chief executives of the Big 5 firms, including PwC, had held 
a series of private meetings with the SEC Chairman in Washington between Decem- 
ber 4, 2001, and January 17, 2002, on this matter, and that the gatherings “took 
place at Mr. Pitt’s invitation.” 

On the same day that one of these meetings was being held, December 4, 2001, 
Charles Bowsher, Chairman of the POB, had a discussion with Barry Melancon, 
President and CEO of the AICPA, at the John J. McCloy dinner hosted by the POB. 
During this discussion, which also included James Castellano, Chairman of the 
AICPA, Mr. Melancon told Mr. Bowsher that the profession and the SEC were work- 
ing on proposed changes to the governance structure of the accounting profession. 
Mr. Bowsher specifically asked that the POB be included in any such discussions 
so that it would be able to provide input before any public announcement of a pro- 
posed new structure. Mr. Melancon assured Mr. Bowsher that this would be done. 

At a meeting of the SECPS executive committee on January 4, 2002, Mr. Charles 
Bowsher, Aulana Peters, a POB member, and Jerry Sullivan, the POB Executive Di- 
rector, were told that a proposed governance structure for the profession would be 
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announced within a month. Messrs. Bowsher and Sullivan and Ms. Peters asked 
that the POB be “brought in the loop” and be given an opportunity to participate. 
They were told the POB would be consulted. 

The SEC did not seek input from the POB on the new regulatory structure. While 
Chairman Pitt had left a voice message for Mr. Bowsher on January 10, 2002, and 
Mr. Bowsher had called back twice, in the end Mr. Bowsher did not receive a return 
call and the two men did not speak before the press conference. 

On January 17, 2002, Mr. Bowsher received a call from Mr. Melancon and Robert 
Kueppers, Chairman of the SECPS executive committee, a few hours before Mr. Pitt 
announced the new SEC proposal at a press conference. In this call, Mr. Bowsher 
asked specifically if there would be a place for the POB in the new structure. Mr. 
Melancon replied that there was no place for the POB in the new regulatory struc- 
ture to be announced by Mr. Pitt and that the POB would be a redundancy. Subse- 
quently, the POB was advised by the Chairman of the SECPS that the SECPS 
working group had provided the SEC with an outline of a proposal a week before 
the January 17, 2002 press conference. 

The POB believes that one of its primary functions is to facilitate communication. 
The Panel on Audit Effectiveness found that “The POB should serve as the over- 
sight body to whom the SEC, the State boards of accountancy, the auditing profes- 
sion and the public should look for leadership. This leadership position is intended 
to enhance communications among the profession’s self-regulatory bodies in order to 
facilitate the profession’s continuous improvement efforts and identify and resolve 
important issues on a timely basis.” The Panel recommended that the SEC should 
“[sjupport the POB’s authority as enumerated in its charter to enable the POB to 
serve as an independent, effective, unifying leader of the profession’s voluntary self- 
regulatory process.” 

During Chairman Pitt’s press conference on January 17, he was specifically asked 
whether there would be a role for the POB in the new SEC proposal. He did not 
answer the question. 

John Coffee, the distinguished Columbia Law School Professor who has written 
extensively about securities regulation, faulted the SEC chair for the way in which 
the new regulatory structure was created. Professor Coffee said that “It is not the 
high watermark of public accountability when the industry to be regulated designs 
its own regulatory structure in negotiations with its former lawyer.” 

The foregoing was the context in which the POB voted unanimously on January 
20, 2002, its intention to terminate its existence pursuant to Section IX of the POB’s 
charter no later than March 31, 2002. The reason for this action was that the new 
SEC proposal had been worked out by the SEC, in collaboration with the AICPA, 
SECPS executive committee and representatives of the Big 5 firms, without any 
consultation with the POB, which is charged with representing the public interest. 
The new proposal rendered the POB a “lame duck.” In making its decision, the POB 
was also cognizant of the experience of negotiating its new charter, the fact that the 
SECPS had cut off funds for the special reviews, and that there had not been 
progress in connection with the reviews to which they had agreed. The POB believed 
it could not effectively oversee the activities of the accounting profession under the 
circumstances and that it would mislead the public to appear to do so. Furthermore, 
if the POB were to continue during an interim period before a new governance 
structure were in place, it believed it would leave the impression that it approved 
of the Pitt proposal. As the “conscience and critic” of the profession, the POB felt 
it had no choice but to terminate its existence to protect the public interest. What 
the POB did was akin to what an auditor does when it believes it must resign from 
a client engagement because of a fundamental disagreement. 

THE PUBLIC OVERSIGHT BOARD PROPOSAL FOR REFORM 

The Public Oversight Board is mindful that there are many suitable models that 
could be adopted as part of a reform program for regulation of the accounting pro- 
fession. Congress will undoubtedly consider many of the available options in coming 
weeks as decisions are made on regulatory changes in the aftermath of the Enron 
debacle. Whatever the details of reform, the POB strongly believes that a legislative 
foundation for any future regulatory structure is crucial. 

Because it has had oversight responsibility for a good portion of the voluntary 
self-regulatory structure of the accounting profession for the past 25 years, the POB 
has first-hand knowledge of the strengths and weaknesses of the existing system 
and, thus, a unique perspective on regulatory reform. The POB considered a number 
of options for reform based on the present system, but ultimately came to the con- 
clusion that a complete overhaul is essential. The Board believes that the existing 
system has become ineffective. 
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Dating back to the 1970’s, when bribery of foreign officials by American corpora- 
tions was first uncovered, followed by the audit failures associated with the bank- 
ruptcy of the Penn Central railroad — the Enron failure of its day — reforms have 
been largely incremental and piecemeal. The creation of the POB and other early 
reforms grew out of hearings in the House and Senate that followed the Penn Cen- 
tral bankruptcy and the “sensitive payments” scandal. While the POB believes that 
many of these early reforms served a useful purpose and strengthened the profes- 
sion, it is also clear that in recent years, regulatory oversight and attempts at fur- 
ther reforms have been met with resistance or outright rejection by the profession. 
As noted earlier in this paper, the profession over the past 2 years has acted to pre- 
serve the status quo and has resisted major reform efforts. 

Faced with this opposition, the Public Oversight Board believes the time for legis- 
lative action has come. The current system needs to be replaced. To accomplish this, 
the POB believes it is essential that all critical elements of regulation — including 
all standard setting, inspections and reviews of accounting firms, enforcement and 
discipline, and other functions — be placed under the aegis of a single regulator oper- 
ating under statutory authority. This new entity — an Independent Institute of Ac- 
countancy (IIA) — would employ a professional staff of individuals unaffiliated with 
the profession or any of the Big 5 accounting firms and would be run by a seven- 
member Board, which itself would be totally independent of the profession. 

The SEC would have oversight of the IIA, and the SEC’s Office of the Chief 
Accountant would be the liaison to the IIA. A chart showing the organizational 
structure of the IIA is attached as Appendix A. 

The Board 

Under the POB’s model, the chair and vice chair of the IIA Board would be em- 
ployed on a full-time basis. Five other members would serve on a part-time basis. 
Each member, including the chair and vice chair, would serve a 5 year term and 
no member could serve more than two consecutive terms. To assure future con- 
tinuity, it is anticipated that the initial membership of the Board would have stag- 
gered terms. While qualified persons with accounting experience, such as retired 
accounting professionals, would be allowed to serve on the Board, the majority of 
members would have no ties whatever to the profession. 

The importance of independence cannot be stressed enough. Independence re- 
moves any conflict of interest — real and apparent — on the part of Board members. 
Independence enhances the likelihood that when the narrow needs of the profession 
conflict with the broader public interest, it is the public interest that will be served. 
Independence will also serve the interests of the accounting profession itself. Be- 
cause the accounting profession depends on the trust of investors and the public, 
that trust will wither and die if the profession is seen to be self-serving in its ac- 
tions. The best way to keep that trust is to place regulatory decisions at arms-length 
in an independent, legislatively mandated oversight structure within the private 
sector. 

The chair of the Board would be selected by a committee composed of the chair 
of the SEC, the chair of the Federal Reserve Board and the Secretary of the Treas- 
ury. Once named, the IIA chair would become a member of the selection committee 
and would join in selecting the vice chairman and the other members. To assure 
independence, members could be removed only by a two-thirds vote of the IIA Board 
itself. Having a selection committee of these individuals would enhance the credi- 
bility of the Institute. 

Standards and Interpretation 

The POB charter gave it authority to oversee the issuance and interpretation of 
auditing and independence standards for the profession by the ASB and the ISB. 
Accounting standards have been set for nearly three decades by FASB. 

The POB believes it is time to consolidate all standard setting bodies under one 
roof. Thus, a basic and critical function of the new Institute would be oversight of 
the issuance and interpretation of accounting, auditing and independence standards 
for the profession. To accomplish this end, an Office of Standards would be created 
by the IIA Board and would report to it. Within the Office of Standards, separate 
bodies would be created to issue accounting standards, auditing standards, and 
independence standards. While the POB envisions a system in which the IIA Board 
would have overall authority to create the structure under which standard setting 
would take place and to make appropriate rules for the standard setting process, 
the standard setting bodies within the Office of Standards would be given consider- 
able autonomy in carrying out their work. A well-staffed and funded research arm 
within the Office of Standards would support the standard setting entities. The Of- 
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fice of Standards would also be charged with issuing interpretations of standards 
and be subject to monitoring by the IIA Board. 

With respect to FASB, the POB is cognizant of its hard work in setting accounting 
standards for nearly three decades, but believes it should be integrated along with 
all standard setting bodies into one unified and coordinated structure under the 
aegis of the IIA. Placing the responsibilities of FASB under the new IIA would 
lessen the chances of it being influenced by those whose its standards affect and 
could likely help alleviate what some — including the current SEC Chairman — have 
said is a slow process for promulgating standards. As Lee Seidler, Deputy Chairman 
of the 1978 AICPA Commission on Auditor’s Responsibilities, testified before the 
Senate Banking Committee in March 2002, “FASB has been beset by enormous out- 
side pressures.” Also, former SEC Chairman David Ruder expressed similar con- 
cerns before the same committee in February 2002, noting that “FASB continually 
faces difficulties in financing its operations.” 

These problems would be alleviated because FASB’s independent funding would 
be guaranteed by the IIA. Further, one of the major advantages to placing the ac- 
tivities of FASB under the new IIA would, as Mr. Turner testified before that com- 
mittee in February 2002, be “the accounting standard setting, and enforcement of 
those standards, residing within a single organization. In turn, when the discipli- 
nary process identifies shortcomings in the standards, they could then be promptly 
referred to the standard setter for timely action.” 

With respect to auditing standards, the POB believes that standards promulgated 
by the current ASB have not provided guidance that is sufficiently specific and de- 
finitive, a problem noted in the recommendations of the Panel on Audit Effective- 
ness. The ASB is controlled by the AICPA, and eight of its 15 members are partners 
of the eight largest accounting firms. As with other standard setting entities, it 
should be placed under the aegis of the newly created Institute. 

As was discussed earlier, the termination of the ISB — established to create, codify, 
and interpret independence standards for auditors of public corporations — has left 
a significant void. The POB believes this void should be filled by creating a new en- 
tity independent of the profession and operating under the aegis of the Institute, 
with sufficient resources and staff to issue clear, unambiguous standards of inde- 
pendence. 

As to the membership of the separate bodies that would be created under the 
Office of Standards of the IIA, the POB believes a majority of their members should 
be independent of the profession. The new Office of Standards with separate bodies 
would help alleviate the concerns expressed by former SEC Chief Accountant 
Michael Sutton, who testified in February 2002 before the Senate Banking Com- 
mittee that “standard setters too often pull their punches, backing down from solu- 
tions they believe are best — perhaps because of a perceived threat to the viability 
of private sector standards setting — perhaps because of the sometimes withering 
strains of managing controversial, but needed change — perhaps because of a loss of 
focus on mission and concepts that are supposed to guide their actions.” Public 
representation would assure that, at the least, the public had a voice and a vote 
in the process. 

Annual and Special Reviews 

Since 1977, peer review of one accounting firm by another has been the backbone 
of the voluntary self-regulatory system in the United States, and the POB has been 
charged with overseeing this process. The POB believes that peer review resulted 
in major improvements in the profession. The recommendations that flowed from 
peer reviews in the early days led to substantive improvements in the quality 
controls at accounting firms, large and small. At the same time, as former SEC 
Chairman Williams testified on February 12, 2002, before the Senate Banking Com- 
mittee, peer review “in its present form [has become] too incestuous. A system needs 
to be established which is independent of the accounting profession.” 

Because it is not a transparent system (details of peer reviews are not made 
public) and is limited in scope (audits subject to investigation or litigation are not 
looked at as part of a peer review), peer review has come under considerable criti- 
cism from Members of Congress, the media, and others. “You scratch my back, I will 
scratch yours” is the prevailing cynical opinion of peer review raised by many. 

The Public Oversight Board is of the opinion that peer review, as it has been con- 
ducted, should be discontinued in favor of a more thorough, independent, and trans- 
parent system. Each accounting firm now carries out an internal inspection each 
year. The POB would mandate that, for firms that audit more than 100 public cor- 
porations each year, these inspections would be subject to a comprehensive and 
thorough review, carried out by an independent professional staff hired by the Insti- 
tute. While these reviews would usually look at a representative sample of a firm’s 
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work, IIA reviewers would have the authority, unlike current peer reviewers, to look 
at any aspect of a firm’s operations it might find appropriate. Details would be com- 
piled in reports that would be made available to the public. Reviews of smaller audit 
firms would be performed by other firms selected and paid by the IIA. Their reports 
would be addressed to the IIA as the client of the reviewer. 

Professor Joel Seligman, who testified before the Senate Banking Committee in 
March 2002 stated that “the most significant issue may prove to be who conducts 
periodic examinations and inspections. To paraphrase the classical adage: Who will 
audit the auditors? I would urge serious consideration be devoted to replacing peer 
review with a professional examination staff in the new SRO. Peer review has been, 
to some degree, unfairly maligned. But even at its best it involves competitors 
reviewing competitors. The temptation to go easy on the firm you review lest it be 
too critical of you is an unavoidable one.” 

But these reviews are only one piece of an updated oversight structure. To sup- 
plement them, the POB believes that special reviews should be carried out, when 
warranted, on a case-by-case basis. These special reviews, similar to those the SEC 
originally asked the POB to undertake of the Big 5 firms, could take a more sys- 
temic and in-depth look at a firm’s systems, policies, procedures and operations. If 
necessary, they would delve deeply into questions affecting a firm’s compliance with 
SEC rules and applicable professional standards. As with annual reviews, an inde- 
pendent professional staff hired by the Institute would carry out any special reviews 
and results would be public. 

Enforcement and Discipline 

One of the most pervasive complaints about the current voluntary system is that 
firms and their personnel are rarely disciplined by the profession for infractions in 
carrying out audits or other work. 

Dave Cotton, a member of the AICPA’s Professional Ethics Committee’s Technical 
Standards Subcommittee, wrote in a January 2002 Washington Post article that, 
while the Ethics Committee expels someone from the AICPA 5 to 10 times a year, 
“[m]ore typically, when [that] committee finds that a CPA has violated professional 
standards, it orders continuing professional education classes. A CPA found to have 
violated an accounting standard in connection with a multibillion-dollar corporate 
collapse, causing massive damage to investors and the public, might receive this 
minimal sanction.” 

When discipline is imposed by the present system, it almost always comes years 
after the fact because of procedures which delay the process, including sanctions, 
until after the outcome of litigation. Mr. Cotton noted in The Washington Post arti- 
cle cited above that, as a result of delays in the disciplinary system, “accountants 
who have committed the most egregious ethical lapses — the ones resulting in SEC 
investigations, bankruptcy and litigation — can often continue to practice for 10 years 
or more after the alleged violation until all the cases are resolved.” Bevis 
Longstreth, a former SEC Commissioner and member of the POB’s Panel on Audit 
Effectiveness, stated in his Congressional testimony in February 2002 that the 
present system “results in long delays in investigation and, as a practical matter, 
renders the disciplinary function a nullity in almost all instances.” 

The POB believes that these concerns about the present system have validity and 
that an effective mechanism for timely and effective discipline is essential to any 
reform effort. 

One reason for the delay in the current system stems from the fact that those 
charged with administering the system lack privilege to ascertain facts. Privilege 
would give the investigative entity the authority to protect information it uncovers 
from outside demands until any enforcement action is concluded. At present, firms 
will not disclose documents or other information that is likely to wind up in the 
hands of litigants in legal proceedings. As Shaun O’Malley, Chairman of the POB’s 
Panel on Audit Effectiveness and former Chairman of Price Waterhouse, pointed out 
in his testimony in March 2002 before the Senate Banking Committee, the present 
system has been “hampered by distrust and by concerns that the materials devel- 
oped were not protected. Providing confidentiality will expedite and vastly improve 
the review, investigatory, and disciplinary processes.” 

Further hampering those charged with discipline in today’s system is the lack of 
subpoena power. Because of this, the system may not be able to obtain important 
information from auditors or audit clients. Also, sanctions are limited; the most that 
can be done is expel someone from membership in the AICPA. Further, the discipli- 
nary process is not transparent, so the public is often unable to determine what, 
if any, action has been taken, even with respect to major audit failures. 

The POB suggests that an Office of Enforcement and Discipline be formed within 
the new IIA to have full legal authority to investigate allegations of wrongdoing by 
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public accounting firms and their personnel, including subpoena power. The Office 
would be staffed by accounting and other professionals, as well as investigators. 
Cases of alleged improper professional conduct would be brought before IIA hearing 
officers, who would be charged with recommending, where warranted — after public 
notice and opportunity for public hearing — that the IIA Board impose sanctions that 
would range from fines to suspension or expulsion from the profession. Cases could 
be referred to the Justice Department for possible prosecution, or to the SEC, State 
boards of accountancy, or other agencies, as appropriate. 

The allegations brought before the Office of Enforcement and Discipline would go 
forward to investigation regardless of any pending litigation, unlike the present sys- 
tem. Disciplinary hearings and decisions would be public. 

Funding and Staff 

If the Institute is to be successful in all that it is charged with overseeing and 
regulating, it must be appropriately funded and it must have an adequate, well- 
trained staff. It is clear that to attract a talented staff, competitive salaries must 
be available. Further, the Institute must be assured that the funds will be there 
when needed. 

Former SEC Chairman Williams testified before the Senate Banking Committee 
in February 2002 that the POB “is not adequately funded and is beholden for its 
funding to the very people it is supposed to oversee. I suggest that the SEC consider 
a requirement that a percentage of the audit fees of public companies be assessed 
to pay for independent oversight, whether it is the Public Oversight Board or a suc- 
cessor body, so that its funding is assured.” 

Another former Chairman of the SEC, David Ruder, said in testimony the same 
day that: “Independent and adequate funding is crucial. An independent body that 
depends upon sporadic voluntary contributions from industry or the financial com- 
munity may risk loss of financial support if it takes positions seen as contrary to 
the best interest of those it regulates.” 

The POB recommends that funding be provided through fees imposed on public 
corporations in an amount that would be sufficient to cover the costs of the Insti- 
tute. The fees would vary according to the total revenues of the corporation. The 
POB strongly believes that the funding mechanism must be beyond the reach of the 
profession to prevent it from withholding necessary funds, as it did in May 2000. 

International Liaison 

Convergence of international accounting and auditing standards is one of the most 
pressing issues facing the profession. In an era when major firms either own or are 
affiliated with large accounting entities throughout the world and major corpora- 
tions engage in global trade, common accounting and auditing standards are fast 
becoming a critical need. The Public Oversight Board believes that international 
liaison should be a primary function of the Institute. 

Paul Volcker, the former Federal Reserve Chairman and Chairman of the Trust- 
ees of the International Accounting Standards Board (LASB), told the Senate Bank- 
ing Committee in February 2002 that FASB and IASB were working together on 
a number of issues and that the “result should be convergence and significant im- 
provement in both bodies of standards.” Since the IIA would oversee accounting 
standard setting as well as auditing and independence standard setting, the Insti- 
tute would be in the best position to act as international liaison to promote conver- 
gence and significant improvement to United States and international standards. 
This is a POB function under its charter and should be transitioned to a new regu- 
latory body. 

Continuing Professional Education 

Education has always been a hallmark of the accounting profession, and account- 
ants and auditors are required to accumulate 80 hours of continuing professional 
education credits every 2 years. As important as education has been in the past, 
however, it will become even more crucial in years to come. The ability of auditors 
to deal with audits of companies involved in cross border offerings and derivatives 
and other new financial instruments that are constantly being invented is largely 
dependent upon their ability to understand them — and that is a function of edu- 
cation. Similarly, convergence of standards across international boundaries will 
present new and unprecedented challenges to accountants and auditors and only 
continuing education will make it possible for the profession to remain on top of new 
developments. For these reasons, continuing education should be a primary focus of 
the new Institute. 
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Other Matters Affecting the Profession 

Beyond the regulatory structure of a new system, the POB believes there are a 
number of other issues that should be addressed as part of legislation creating a 
charter for the new Institute. 

Auditor Independence 

The POB recognizes that there are several models available to deal with the mat- 
ter of auditor independence and that there continue to be disagreements on this 
matter. 

The Panel on Audit Effectiveness, for example, was split on the issue of scope of 
services for audit clients. Some Panel members wanted to essentially ban nonaudit 
services for audit clients. But these members would have allowed a “carefully cir- 
cumscribed exception” if the client’s audit committee (composed only of independent 
directors) found that the best interests of the company and its shareholders would 
be served by retaining its auditor to render such nonaudit services in cases where 
“no other vendor of such service can serve those interests as well.” This proposal 
would also have required submission of such a finding to the SEC and POB and 
disclosure in the corporation’s proxy statement of the finding and the amount paid 
for the nonaudit services. 

On the other hand, those on the Panel who opposed restricting nonaudit serv- 
ices — a majority — held that “audit firms can provide both audit and nonaudit serv- 
ices to the same public audit client, and with proper safeguards and disclosures, can 
maintain independence and objectivity.” Those taking this view believed that “noth- 
ing in the long history of the profession’s providing nonaudit services has indicated 
otherwise.” 

Mr. Volcker said during the September 2000 public hearings on the SEC’s pro- 
posed independence rules that: 

The extent to which the conflict has in practice actually distorted audit- 
ing practice is contested. And surely, instances of overt and flagrant viola- 
tions of auditing standards in return for contractual favors — an auditing 
capital offense so to speak — must be rare. But more insidious, hard-to-pin 
down, not clearly articulated or even consciously realized, influences on 
audit practices are another matter. 

Importantly, President Bush’s 10-point plan “to improve corporate responsibility 
and protect America’s shareholders,” announced in March 2002, provides that “In- 
vestors should have complete confidence in the independence and integrity of com- 
panies’ auditors.” The specifics on this plan recognize the importance of prohibiting 
certain nonaudit services in order to safeguard auditor independence. 

On February 1, 2002, the AICPA issued a statement, which said it “will not 
oppose Federal legislation restricting the scope of services that accountants may 
provide their public audit clients, specifically in information technology and internal 
audit design and implementation.” 

In considering this matter, the POB started from the premise that the account- 
ant’s audit and report add significant credibility and reliability to a corporation’s 
financial statements in the process of capital formation and that the foundation of 
that credibility is auditor independence. 

To effectively assure independence, the POB believes legislation governing non- 
audit services to audit clients is necessary. The POB proposes that SEC regulations 
concerning independence be legislatively codified with appropriate revisions to up- 
date restrictions on scope of services involving information technology and internal 
audit services as noted above. 

The POB believes such legislation should also affirm that tax work not involving 
advocacy and attest work in connection with SEC registration and other SEC filings 
be allowed, and that small public businesses, to be defined by the SEC, should not 
be subject to any restriction on nonaudit services. Further, with respect to nonpublic 
corporations, it is the POB’s position that such corporations and the accounting 
firms that audit them should not be subject to any restriction on nonaudit services. 
We expressly emphasize this to avoid misunderstanding and any consequences to 
small business and small audit firms. 

The IIA Office of Standards should be empowered to promulgate appropriate rules 
affecting independence to cover changing circumstances. The POB also believes that 
nonrestricted, nonaudit services should require approval by the audit committee if 
it finds such services to be compatible with maintaining independence. Also required 
would be prompt notification to the IIA Office of Standards and public disclosure 
in current reports and proxy statements filed with the SEC. 

The POB believes there should be no prohibition against an audit firm offering 
nonaudit services to nonaudit clients. 
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Auditor Rotation and Retention 

The POB believes that the time has come to require the rotation of auditors every 
7 years. The one effective way to prevent the emergence of too close a relationship 
between a corporation and its auditor is to make certain that auditors are rotated 
periodically. While there is merit to the argument that a long-term relationship 
helps the auditor do a better job, it is also true that a new auditor every 7 years 
would provide the corporation with the benefit of a fresh perspective. 

The POB agrees with its member, John Biggs, who testified in February 2002 be- 
fore the Senate Banking Committee that auditor rotation is a “powerful antidote” 
to auditor conflicts of interest, which “reduces dramatically the financial incentives 
for the audit firms to placate management.” In addition, as Mr. Biggs stated, “rota- 
tion reduces the problem of cross-selling other services and is likely to eliminate the 
revolving door that allows former auditors to become the top financial officers of the 
audited company.” The POB also supports Mr. Biggs’ idea, described in his testi- 
mony, that the new auditor at the time of rotation should do “an exhaustive review 
of the former audit work papers” that would assure “transactions and documenta- 
tion were fully transparent.” In addition, the new auditor could do “a brief, signed 
peer review report” on its predecessor. 

As a corollary to auditor rotation, the POB recommends that public corporations 
be prohibited from firing auditors during their term of service. As former SEC 
Chairman Williams stated in his testimony before the Senate Banking Committee, 
the benefit of such a retention requirement is that “the auditor would be assured 
of the assignment and, therefore, would not be threatened with the loss of the client 
and could exercise truly independent judgment.” 

The POB recommends allowing an exception to this retention requirement if the 
audit committee determines that an exception is in the best interest of shareholders, 
with prompt notice to the IIA and the SEC. Such action would be required to be 
publicly disclosed by corporations in current reports and proxy statements filed with 
the SEC. The POB also believes that audit committees, in engaging the auditor, 
should give primary consideration to the quality of the audit firm and its audit plan, 
and not to the lowest price. 

The POB is cognizant that if an auditor rotation regulation is included in legisla- 
tion, action will have to be taken to phase in the new system. The POB recommends 
giving the IIA authority to promulgate new rules governing the transition to an 
auditor rotation system. Actual rotation of auditors would begin only after those 
rules are in place. 

Cooling Off Period 

For many years, Members of Congress and senior Federal Government officials 
have been required to enter a “cooling off” period during which they are prohibited 
from taking certain actions, such as lobbying, on behalf of their new employer. The 
objective is obvious: To guard against undue influence by former colleagues and 
friends when it comes to making Government decisions that could benefit the new 
employer of the former official. 

The POB believes such a cooling off period is sound policy and feels a variant of 
it should be applied to the accounting profession when senior partners leave their 
firms. Specifically, the POB recommends that engagement and other partners who 
are associated with an audit be prohibited from taking employment with the af- 
fected firm until a 2 year period has expired. This would end the current situation 
in which there is at least the appearance of impropriety in audit firms being unduly 
influenced by former colleagues who have taken senior positions with existing audit 
clients. 

As Mr. Seidler said in his testimony this February, “the former auditor knows 
exactly how his or her former firm conducts the audit,” and also “knows how far 
former compatriots can be pushed to accept results preferred by management.” Mr. 
Seidler added that “‘we are all friends,’ is not exactly the appropriate relationship 
between independent auditor and client.” 

It is also important to recognize that in the cases of Lincoln Savings and Loan, 
Waste Management and, most recently, Enron and Global Crossing, senior financial 
officers at the company came from the outside audit firm. 

Under the POB proposal, the IIA Board would have the authority to adopt specific 
rules affecting this proposed cooling off period. 

Audit Committees 

The POB believes that the Institute should expand on the recommendations of the 
Report and Recommendations of the Blue Ribboii Committee on Improving the Effec- 
tiveness of Corporate Audit Committees, which made it clear that the external audi- 
tor should be accountable to a firm’s board of directors and its audit committee and 
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not to management. Specifically, the POB believes audit committees should take full 
responsibility for hiring, evaluating, and — if necessary — terminating an audit firm. 

Conflicts of Interest 

To discourage conflicts of interest involving public corporations, Congress should 
amend the Securities Exchange Act of 1934 to require more meaningful and timely 
disclosure of related party transactions among officers, directors, or other affiliated 
persons and the public corporation. Such disclosures should be made promptly in 
current reports as well as in proxy statements filed with the SEC. 

Internal Controls 

In the 1980’s, a series of major business failures, particularly those involving fi- 
nancial institutions, led to Congressional hearings on auditing and financial report- 
ing matters. Out of those hearings, the FDICIA became law. This Act required 
among other things, that management report on internal controls and, further, that 
the independent auditors examine and report on those management assertions. 

The Special Report by the POB dated March 5, 1993 on “Issues Confronting the 
Accounting Profession” recommended that the SEC require public companies to in- 
clude with their annual financial statements “(a) a report by management on the 
effectiveness of the entity’s internal control system relating to financial reporting; 
and (b) a report by the [entity’s] independent accountant on the entity’s internal 
control system relating to financial reporting.” The POB, in support of this rec- 
ommendation, stated: “The Board believes that requiring auditors to assess manage- 
ment’s reports on the quality of internal controls will benefit the public. First, the 
auditing profession’s evaluation of internal control systems will lead to improve- 
ments in those systems. Second, as long as companies’ boards and top management 
demand conformity with those systems, the improved systems will make manage- 
ment fraud and manipulation of financial reporting more difficult.” 

Just a few months later, in a June 1993 position statement, the AICPA Board of 
Directors stated: 

To provide further assurance to the investing public, we join the POB in 
calling for a statement by management, to be included in the annual report, 
on the effectiveness of the company’s internal controls over financial report- 
ing, accompanied by an auditor’s report on management’s assertions. An 
assessment by the independent auditor will provide greater assurance to in- 
vestors as to management’s statement. The internal control system is the 
main line of defense against fraudulent financial reporting. The investing 
public deserves an independent assessment of that line of defense, and 
management should benefit from the auditor’s perspective and insights. We 
urge the SEC to establish this requirement. 

The General Accounting Office discussed this issue of reporting on internal con- 
trols in its 1996 report, “The Accounting Profession.” The GAO pointed out that the 
POB had said “it was disappointed by the failure of the SEC to take action to man- 
date issuer and auditor reporting on internal controls. The POB agreed with us that 
such action would add immeasurably to the ability to prevent and detect fraud and 
would in general enhance the quality of finance reporting.” The GAO stated that 
the SEC was “the key player” here and, further, that the SEC should move forward 
on this important issue. So far, the SEC has not done so. 

Management of public corporations should be required to prepare an annual state- 
ment of compliance with internal controls to be filed with the SEC. The corpora- 
tion’s chief financial officer and chief executive officer should sign this attestation 
and the auditor should review it. An auditor’s review and report on the effectiveness 
of internal controls would — as the GAO found in its report — improve “the auditor’s 
ability to provide more relevant and timely assurances on the quality of data beyond 
that contained in traditional financial statements and disclosures.” 

In addition, strengthened internal controls over financial reporting should im- 
prove quarterly statements, interim disclosures and earnings estimates that are the 
basis for many market price changes during the year. They should also be helpful 
in avoiding restatements that are now seen so frequently. 

CONCLUSION 

The Public Oversight Board has not come lightly to its recommendations for re- 
form. For many months, members of the POB hoped that patient negotiation and 
discussion would prevail. In the end, however, it became very apparent to the POB 
that real reform will take place only when the Congress requires it through legisla- 
tive action. 
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A decade ago Congress acted in the public interest when it voted major reforms 
in the banking industry — reforms that were widely opposed by the banks and their 
lobbyists. Opponents then predicted gloom and doom for the industry should the 
proposed reforms be enacted. In reality, the reforms contained in the FDICIA re- 
paired flaws in regulation of the Nation’s banking industry. More important, they 
significantly strengthened the industry. 

Today, the Congress again is called upon to institute reform. In the wake of the 
Enron debacle, the POB, acting as the “conscience and critic” of the profession, 
strongly believes that to protect investors and the public, the old system of vol- 
untary self-regulation for the accounting industry must be replaced. While many 
will urge that Congress act with caution and that the profession be again given the 
opportunity to fix the present system with marginal changes, the POB believes it 
is time to resist the continuation of the status quo and move ahead with funda- 
mental change. 

In short, the POB believes it is time for Congress to enact the kind of reform that 
will make a real difference. 
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UNITED STATES 

SECURITIES AND EXCHANGE COMMISSION 
WASHINGTON. D.C. 20549 


January 22, 2002 


Via Facsimile 

Charles A. Bowsher, 

Chairman 

Public Oversight Board 
4503 Boxwood Road 
Bethesda, MD 20816 

Dear Chuck: 

I want to respond to your letter of yesterday’s date, which I received only this 
morning, advising me that the Public Oversight Board intends to terminate its existence. 
I do not believe this is in the public interest, and I strongly urge you to reconsider. 

Your letter seems to be premised on the assumption that any new private 
regulatory structure would not include the POB. That premise is incorrect. The 
preliminary proposal, which I introduced last Thursday, envisions a Public 
Accountability Board outside the AICPA. This new Board would have direct 
involvement, not just oversight, of two important functions: auditor discipline and 
quality control monitoring. 

Nothing I said on Thursday, or since, was in any way intended to suggest that the 
POB had no role to play. Indeed, my proposals were intended to strengthen the body that 
will be our “new” POB, insure its independence from the AICPA, and expand its 
mandate. 

I believe my proposal is an important step forward. I would like, and welcome, 
your help. The issues, I think, are too important for the POB simply to walk away. 


Sincerely, 
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In response to today's announcement by the Public Oversight Board, Securities and 
Exchange Commission {SEC) Chairman Harvey L. Pitt said: 

"I am very disappointed by the Public Oversight Board (POB)'s announcement today 
that it will not reconsider its January 20 decision to terminate its existence by March 31, 
2002. 

"I still believe that the POB could have played an enormously helpful role in ensuring 
that the independence and effectiveness of the new structure are strengthened and hope 
that some individuals from the POB will share their insights with us. 

"We will continue to work on the process we announced on January 17 to reform the 
accounting profession's regulatory structure and assure the investing public that the 
SEC will make sure that there is no gap in oversight of the profession due to the POB's 
action. 

"In the interim, the peer review and quality control inquiry functions of the SEC 
Practice Section will continue, as will the important oversight activities of the POB staff 
until transition to the new structure is complete." 

January 31, 2002 
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FEBRUARY 5, 2001 


FORTUNE 



Star analyst Mike 
Mayo thought 
he could change 
the ratings game on 
Wafl Street. 

He thought he 
could be honest — 
and tell people to 
sell stocks that 
were headed fora 
meltdown. It cost 
him his job. J 

by David Rynecki 


THE SALESMEN WERE EAGER. AS MIKE MAYO BEGAN TO 
address the early-morning meeting at Credit Suisse First 
Boston on May 24, 1999, the crowd seemed unusually perky, 
pulling to the edge of their seats. Maybe that was because 
of the recent explosion on Wall Street. After smashing 
through the unthinkable 10,000 barrier just two months be- 
fore, the benchmark Dow industrials had everyone from 
mom-and-pop investors to the big institutions juiced to buy. 

Or maybe the reason was the man speaking. At the podium was one of CSFB’s 
most celebrated researchers — the No. 1 regional banking analyst in the influen- 
tial Institutional Investor rankings, someone whose stock picks had averaged a 
52% annual gain over the previous four years, and one of the biggest buUs in the 
sector. There was no question the 36-year-old was respected by peers for his 
thoughtful analysis. But what had given this energetic, self-assured analyst his 
most dedicated following was “the call.” Back in December 1994, when bank 
stocks were drearily trudging through a bear market, Mayo saw the bottom near 
and pointed investors up. Saying the sector had turned a comer and would be pro- 
pelled by cost savings and merger mania, he shouted “Buy!” across the board. His 
gutsy move left more established analysts scratching their heads. But the call, it 
turns out, was as good as money in the bank. Within a month the group’s stocks 
had reversed course. And over the next few years Standard & Poor’s bank index 
would post a total return of 254%. 

Now, in the spring of 1999, the time was right for another dose of adrena- 
line, many salesmen felt, a touch more cheerieading. As for Mayo, all he could 
feel was the knot in his stomach. Dressed more formally than usual in a 
fleshly pressed dark blue suit, white shirt, and tie, and armed with a thou- 
sand-page report analyzing 47 U.S. banks, he leaned forward to speak: “In 
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MIKE MAYO 


Within minutes after the meeting, word had spread across 
Wall Street, The early reaction was not good. You don’t put 
a sell on blue chips!* harked one angry lortfolio manag er. J 


no uncertain terms,” he declared, “sell bank stocks.” 

The room was silent. The brokers, motionless. Many had 
never heard anything so bearish come out of the mouth of a col- 
league, particularly in such a public setting. They were uncer- 
tain how to convey this message to their clients at the biggest 
hedge funds, pension funds, and mutual funds. “Did he really 
say what I thought he said?” one rep recalls asking another. 
Mayo himself felt relieved. He left the room after speaking for 
five minutes, only to be summoned back for more questions. He 
assured them of his resolve, then again returned to his office 
and collapsed into a chair. 

Nearby, analysts Dave Trone and Brad Ball, who worked as 
Mayo’s research partners, were already placing calls to major 
clients and fielding questions. Mayo picked up a phone and dialed 
Fidelity. He explained the call to a portfolio manager, then began 
contacting ten of the major banks he’d just downgraded, along 
with another 30 major investors, with a courtesy warning. Much 
of the same was going on over at the trading desk. Within min- 
utes after the meeting, word had spread across Wall Street. The 
early reaction was not good. “You don’t put a sell on blue chips,” 
one exasperated portfolio manager barked. Cried another: 
“What’s he trying to prove? Doesn’t he know you only put a sell 
on a dog?” Yet another shouted at a sales rep who himself 
doubted the call, “I can’t believe Mayo’s doing this. He must be 
self-destructing.” 

Many on Wall Street agreed with that assessment. Across town 
at Warburg Dillon Reed, analyst Thomas Hanley held his own 
conference call, mocking his rival’s downgrade as “Mayo-naise.” 
(Hanley did not return repeated phone calls from FORTUNE.) 
Still more analysts, including the well-regarded Judah Kraushaar 
at Merrill Lynch, came to the defense of the banks. Rumors 
quickly surfaced that a number of trading desks were using pho- 
tos of Mayo for dartboards. Soon after; CNBC picked up on the 
grumbling, and reporter Joe Keman asked satirically, “Do we 
know whether he was turned down for a car loan?” 

No one considered that Mayo might be right. 

Indeed, he was right. If his 1994 call identifying the end of the 
bank slump had been strikingly prescient, his cal! at the top was 
the equivalent of hitting a hole in one at the Masters. In his 
weighty spring report Mayo painted the negative case for banks 
in sweeping strokes: The merger boom was slowing; efficiencies 
created by deals were already factored into both earnings and 
stock prices; many banks were covering up bottom-line weak- 
ness with outstretched gains from venture capital, underwriting, 
and trading; and there was growing evidence of an increase in 
problem loans. Mayo also hit on another controversial point. 
The high cost of year 2000-related computer upgrades could 
stall the sector’s growth. On 
POUNDING THE PAVEMENT: this point he was wrong. 

Mike Mayo looks for work. Though spending did rise dra- 


matically, Y2K meant little to the banks. But even in error Mayo 
stood apart. He actually admits he was wrong. On all other 
counts, his timing was perfect. 

Within a month of the call, the sector began a chilling descent, 
triggered by the interest-rate hikes Mayo had forecast. On Aug. 25, 
1999, Bank One issued an earnings warning that chopped one- 
fourth off the value of the stock — a 515 billion plunge. The imme- 
diate culprit was slower growth within its First USA credit card unit 
But it was really just the first of what would become a series of mis- 
steps related to the 1998 merger of Banc One and First Chicago. 
On that warning, analysts at Paine Webber, Salomon Smith Barney, 
and Morgan Stanley Dean Witter lowered their recommendations 
to either “outperform” or “neutral.” Warburg’s Hanley also 
dropped his rating. Privately, Bank One officials were still fuming 
over Mayo’s bearish turn. But by Dec. 21, when the bank had issued 
another warning and Chairman John McCoy announced his de- 
parture, Mayo looked like the oracle of Delphi. The stock had 
fallen 47% from the top. Even McCoy, who says Mayo was “dead- 
ass lucky,” grudgingly admits the analyst had a point. Says McCoy: 
“Mayo has strong intellect, and he works hard as hell to understand 
companies. I respect that.” 

So did the investors who listened. From its peak on July 7 to the 
end of 1999, the benchmark S&P bank index sank 21% and dosed 
the year with its worst annual performance relative to the broader 
market in 54 years. It then continued the tumble through the end 
of February 2000. “If he hadn’t made that sell call, a lot of port- 
folio managers would have been caught sleeping,” says Tom 
Wynn, manager of the $1 billion Mainstay Convertible fund. Adds 
Ray Nixon, who manages $4 billion in bank stocks at Barrow 
Hanley: “That call was one of the reasons Mike Mayo was an an- 
alyst I wanted to listen to." 

Ironically, the accuracy of Mayo’s prophecy seemed to only 
stir the ire of the various constituencies that felt he had some- 
how betrayed them. And they gave him hell. Though there were 
notable exceptions, several large Midwestern and Southeastern 
banks attempted to cut ties to the analyst. One chief legal coun- 
sel at a major regional bank demanded a retraction of the call. 
The angry CEO of a Tennessee bank told salesmen and in- 
vestment bankers that he planned to cease all underwriting and 
trading business with CSFB. A few bank chiefs were equally vo- 
cal in phone calls directly to Mayo, chewing him out. Others 
were subtler in their dissent, simply circulating their opinion 
that the media-friendly analyst was doing nothing more than 
reaching for big headlines. 

In some cases Mayo didn’t even realize the extent of the 
backlash. On several occasions when the analyst asked to bring 
an institutional client to sit down with a management team or 
tag along on the road — a perk granted to many analysts — the 
banks politely declined. One bank’s investor relations manager, 
who had previously cited the researcher as his favorite, now 
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whispered to large investors that Mayo’s judgment was flawed. 
Harped the executive: “Why should we help an analyst who 
doesn’t understand our story?” 

Still, the most punishing lesson was yet to come. On Sept. 28, 
2000, shortly after CSFB announced plans to acquire Donald- 
son Lufkin & Jenrette, Mayo was called into his research di- 
rector’s office, given some fumbling apologies, and fired. The 
firm also handed pink slips to seven other members of the 
banking team. By 4 p.m., Mayo had packed up two dozen card- 
board boxes and shipped them off to store in a colleague’s 
garage. He’s been out of work ever since. “I knew going neg- 
ative was a risk,” he says. “But just like I was unequivocal on 
the way up, I wanted to be unequivocal on the way down. 1 
never thought I’d be fired if I got it right.” 

IT IS HARDLY A DEEP, DARK SECRET THAT THE RATINGS 
game on Wall Street is beset with serious conflicts. Once kept 
separate, by long-held convention, from the investment banking 
side of the business, brokerage house analysts now find them- 
selves in the supporting role of assistant dealmakers. Re- 
searchers pull double duty as stock boosters, often serving as li- 
aisons between the companies they cover and the investing 
public. It is, after all, a game about money. Piles of it. And to- 
day the big dollars come from juicy underwriting deals — not 
from trading commissions, which have fallen steadily over the 
past decade. That factor has helped turn many high-profile re- 
searchers — whose public task, importantly, is still to impartially 
dissect companies and the financial deals they undertake — into 
“relationship builders.” 

To solidify relationships with the companies they cover, of 
course, analysts have mastered the art of saying “I love you,” a 
phrase that translates roughly on Wall Street into “Your stock is 
worth buying right now.” Even during the uncertain, recession- 
fearing, shoulder-twitching present, more than 70% of the 27,000 
analyst recommendations tracked by First Call/Thomson Financial 
are buys or strong buys. That compares with a minuscule 1% for 
sell ratings of any kind. Among the ten largest investment banks 
(which do the vast majority of underwriting), the pattern is more 
pronounced. First Call identifies a total of 57 sells vs. 7,033 buys. 
Grumbles portfolio manager Scott Black, president of Delphi 
Management: “Some companies have to 
have terminal cancer before they’re pulled 
off the recommended lists.” 

But while the rewards for positive cov- 
erage are well known — and remain an is- 
sue of continuing concern for the Securi- 
ties and Exchange Commission — it has 
never been obvious (beyond the top-floor 
corridors of Wall Street) just how stark 
the penalties could be for being overtly 
negative. The Mike Mayo case is instruc- 
tive for just that reason. If a top-rated, 
thoroughly respected analyst earning a 
seven-figure salary with a name-brand 
firm can take this kind of career hit. Wall 
Street’s legions of lower-profile analysts 
have little hope of summoning the 
courage to shout “Sell!” on a given stock 
or sector. The message to retail investors 


is sobering: If, in fact, stocks are headed for a disastrous slide, you 
won’t hear it from the researchers paid to predict it. 

CSFB would not discuss Mayo. A company spokeswoman is- 
sued a statement saying the merger with DU “gave us the op- 
portunity to bring on board one of the best financial services 
teams on the Street.” CSFB also emphasized the strong rela- 
tionship that the team, headed by analyst Susan Roth, had with 
fund managers. In short, his former bosses maintain, Mayo was 
not fired for being controversial. 

However, in interviews with more than a dozen of Mayo’s for- 
mer colleagues at CSFB, Lehman Brothers, and Union Bank of 
Switzerland as well as investment bankers, bank executives, and 
research directors at competing brokerages, that is precisely the 
impression many were left with. Had he simply played the game, 
had he been more like other analysts, Mayo 
feels, he’d still have a job. Citing fears of retri- 
bution from their employers, fellow analysts, 
and clients, most spoke with FORTUNE on con- 
dition of anonymity. Notably, even some who 
were targets of Mayo’s sharpest criticism were 
surprised to find the analyst out of work. As the 
head of one of the nation’s five largest banks 
marveled, “the son of a bitch knows more about 
research than anyone I know.” 

Mayo himself seems to have known deep down 
that his sell call was going to anger many. Though 
ranked as one of CSFB’s top four analysts when 
it came to generating commissions from institu- 
tional clients (who often pay higher trading fees in 
exchange for an analyst’s insight), he knew the 
real money had long since moved to the under- 
writing business. And on that front, few areas of 
the market were more lucrative to CSFB than fi- 
nancial institutions, hi 2000, CSFB and DU han- ' 
died bank-related mergers and acquisitions worth 
a combined $120 billion. At CSFB, investment 
banking on the whole generated $2.2 billion in 
revenues in fiscal 1999, the most recent year avail- 
able. Research didn’t even merit its own line item. 

True, analysts had a responsibility to deliver 
stock-picking advice to 
their moneyed clients, but 
there were ways to do 
that without making 
waves. For starters, when 
there was a problem with 
a public company, you 
could whisper it to bro- 
kers who could then whis- 
per it to clients. You 
could put some caution- 
ary statement like “There 
is a potential for volatil- 
ity” in one of the scores of 
research reports that in- 
vestment firms publish 
every year, or lower an 
outlandish price target. 

As a last resort, you could 
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Merrill Lynch 

940 

7 

Salomon Smith Barney 

856 

4 

Credit Suisse First Boston 

791 

9 

Goldman Sachs 

780 

4 

UBS Warburg 

696 

8 

Morgan Stanley Dean Witter 

670 

0 

Lehman Brothers 

705 

8 

Banc of America Securities 

557 

6 

Deutsche Banc Alex. Brown 

513 

9 

Bear Stearns 

525 
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even downgrade a stock to something wishy-washy like “accu- 
mulate” or “market neutral,” though even that is seldom done. 
Indeed, you could do almost anything, that is, but actually say 
the word “sell.” 

For many analysts, this was simply the cost erf doing business. 
“Think of it this way,” says Tom Brown, a former No. 1 banking 
analyst who says he was fired by DU in 1998 for being too neg- 
ative. “You’re making seven figures, and in your heart of hearts 
you know you’re not worth that much. But you don’t want to give 
it up. So why would you ever take the risk erf being wrong and 
pissing someone off?” (CSFB, now merged with DU, would not 
comment on Brown’s employment.) 

But there was something itching in Mayo to tell the truth — 
to have research mean something to retail investors who weren’t 
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lucky enough to get the private call. “I guess I’m from the Jerry 
Maguire school of bank stock analysis,” he says, referring to the 
fictional sports agent who decides to take a stand and loses his 
job for it “I wanted to show other analysts that making honest, 
objective calls that benefit all parties works over the longer term. 
I wanted to make a statement.” 

“SCRAPPY” IS A WORD THAT MANY WOULD USE TO DE- 
SCRIBE Mike Mayo. You wouldn’t be far off the mark with “opin- 
ionated” and even “pushy” and “arrogant,” according to some 
who know him well. But one thing is clear: Mayo has always been 
sure of himself. After earning an undergraduate degree in math- 
ematics at the University of Maryland — paying his tuition with a 
three -day-a-week job as a computer programmer and salesman for 
IBM — and then getting his MBA at George Washington Univer- 
sity, Mayo sent dozens of resumes to brokerage houses, looking for 
an analyst’s job. But it was late 1987, the time of the market crash, 
and no one was hiring. So he turned his sights to Alan Greenspan’s 
Federal Reserve, where he spent five years analyzing mergers in 
the financial services sector. There he learned to dissect deals in 
ways that are uncommon on Wall Street. Greenspan was intoler- 
ant of hedging. Every report had to answer a single, straightfor- 
ward question: Should the Fed support the deal or not? 

In 1992, after another barrage of desperate cover letters and 
resumes, Mayo finally landed on Wall Street as a junior bank- 
ing analyst at UBS. He gained a reputation for crisp, well- 
thought-out arguments that condensed the case for buying or 
selling into one- or two-sentence bullets on the company’s pos- 
itives and negatives. But often the nuance-free cases he made 
annoyed those he criticized. Lee Irving, chief accounting offi- 
cer at KeyCorp, remembers one report Mayo published in the 
early 1990s that slammed his firm’s acquisition strategy. The 
chief executive was so outraged, recalls Irving, that he threat- 
ened to cut off all business with UBS. Eventually, that CEO re- 
signed amid the very problems that Mayo had forecast. 

Shortly after Mayo was hired at Lehman Brothers in 1994, he 
made his electrifying call about the positive turnaround in the 
banking sector Helping to fortify his opinions was an exacting fi- 
nancial model that he had developed for determining the under- 
lying value of a bank’s franchise. That model not only appeared 
to predict whether a stock was cheap or expensive but also pointed 
to likely takeover targets. 
SIDELINED: All boxed up Though considered mechanical 

and no place to go by some, it worked. In April 
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PUMPING IRON, NOT STOCKS: 

199.5, for example, Mayo The analyst hangs tough. 
picked Barnett, First Chicago, 

First Commerce, and Chase as acquisition candidates. Within 
three years all had done deals. 

Shortly after, Institutional Investor called Mayo one of the 
“biggest bulls” in bank stocks, later ranking him No. 2 in its an- 
nual poll, behind DU’s Tom Brown. At CSFB, an analyst’s rank 
stood for the firm’s credibility, Mayo was told. But credible or not, 
his uncompromising manner struck several colleagues as simple 
arrogance. Some were particularly annoyed when the firm’s star 
analyst, often with Trane at his side, issued a report arguing that 
bank executives should be compensated on the basis of their com- 
pany’s stock performance — or when, in November 1999, he singled 
out Bank of America for sweetening quarterly earnings with one- 
time gains and nonrecurring revenue. Their reaction, expressed 
quietly because Mayo was otherwise a steadfast bull, was that he 
was talking about issues that were none of his business. He paid 
little attention to criticism of his unconventional style. 

When FORTUNE named him as one of the 15 best re- 
searchers last July in our inaugural All-Star Analyst rating, 
Mayo felt he was having a career season. Though regional 
banks had just come off a terrible year in 1999, Mayo had been 
one of only three analysts in his sector whose picks recorded an 
actual gain for the year. While the analyst remained pessimistic 
about banks in general, he was starting to see some rare op- 


The message to investors is sobering: If, in fact, stocks are i 
headed for disaster, you won’t hear it from the analysts. J 


portunities for investors. In late July 2000, for example, he up- 
graded Mellon and Bank of New York to a “buy.” (Both stocks 
went on to lead the sector through the end of the year.) Soon 
afterward, the Wall Street Journal ranked him No. 2 in its stock- 
picking poll, and then Institutional Investor came out with its 
2000 ranking. Mayo finished second, behind Goldman Sachs’ 
Lori Appelbaum. In third place was Susan Roth, a relative un- 
known from DLJ who had been among the analysts to reiterate 
buys on stocks that Mayo had downgraded in 1999. 

Internally, CSFB was having a banner year in financial services 
transactions, handling deals for Wells Fargo and U.S. Trust, 
among others. DU ranked close behind. But at the latter, say one 
current and one former employee of the firm, analysts were ex- 
pected to open doors for the banking team. Veteran dealmaker 
Richard Barrett, who led the team, had been accused publicly of 
being behind the firing of Tom Brown in 1998 — a charge he later 
denied. Years earlier, similar accusations had been made sur- 
rounding the departure of another outspoken analyst, Charles 
Peabody, from UBS when Barrett ran the banking group there. 

While CSFB would not make Barrett available for comment, 
it is clear that the firm’s banking clients saw absolutely nothing 
wrong with having an analyst in their corner. “Dick Barrett knew 
that if we were doing a deal and an analyst didn’t recommend 
our stock, we probably wouldn’t use that firm,” says one senior 
bank executive, who has done several deals with Barrett and re- 
spects his abilities. “I’m going to hire the firm with the analyst 


who likes my stock.” 

How much this sort of analysis figured into CSFB’s decision 
to fire Mayo isn’t clear. (CSFB insists that Barrett was not a fee- 
tor.) In November, Barrett told the industry publication U.S. 
Banker that Susan Roth was retained over Mayo simply be- 
cause she was a better analyst. What is certain is that when the 
CSFB/DU merger was announced on Aug. 30, almost no one 
thought Mike Mayo had a chance — and that wasn’t because his 
picks had been wrong. 

Indeed, the one obvious call that Mayo seemed to blow was 
the one regarding his own career. The evening that news broke 
about the deal, Trone called Mayo and asked him if the two 
should start looking for work. “Don’t worry, we’re safe,” Mayo 
told him, laughing at the suggestion. “Look at the year we’ve 
been having!” But as the weeks passed, the two became suspi- 
cious. They’d heard rumors that Roth and her group were lob- 
bying hard for the banking slot. As for Barrett’s future, that 
seemed assured: He would assume control of the merged fi- 
nancial institutions group, and with it one of the most powerful 
moneymaking positions in the firm. 

Mayo, too, had a team, but no one interviewed them. When 
Mayo pressed research director Jack Kiman and Kirnan’s 
boss AJ Jackson, the response was that nothing had been de- 
cided. It wasn’t until an aggressive headhunter called Trone at 
the office and told him the DU team had contracts in their 
hands that Mayo finally realized what was happening. 
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BEAR MEETS BEAR: 

His big-bank worries remain. research director 
at this one firm, 
and he wants a writing sample. Can you believe 
that? I’ve got to give him a writing sample! It’s like 
I’m back where I was when I started in this busi- 
ness." Although CSFB didn’t exactly leave him 
poor, offering a generous severance package, the 
top-ranked analyst has been worried about being 
sidelined from the game too long. And by now 
Mayo is entering month No. 4 of his unemploy- 
ment. Several smaller firms had initially expressed 
interest in hiring a big name to boost their aspir- 
ing research units, though none have made an of- 
fer. There's also been interest among a variety of 
hedge funds that tend to value critical research. 
Among the bulge-bracket firms, however, no one 
has so much as bitten. 

Mayo says he isn't giving up. He just has to be in 
the game, he confides. When he’s playing with his 
6-month-old daughter on the living room floor, he 
finds himself dialing into conference calls. In fact, 
to stay abreast of the sector, he’s been paying his 
own way to bank conferences in Boston, Charlotte, 
N.C., and New York. He’s also taken investors with 
him to meet senior management at Wachovia in 
Winston-Salem, N.C., and SunTrust Banks in At- 
lanta, two banks he has maintained good relation- 
ships with despite his sell call. What’s more, there’s 
still plenty to shout about in the banking industry. 
Fourth-quarter bank earnings are sure to look aw- 
ful, he insists. Already, Chase and Bank of Amer- 
ica have lowered estimates. There is talk, too, of 
problem loans at several institutions. 

But the months of pounding the pavement, of 30 
unsuccessful job interviews at a dozen firms, are 
taking a toll. He’s had to swallow hard and call for- 


“You’re making seven figures,” confesses one analyst. “So 

v why would you ever take the r i sk nf pissing somenne off?” 


On Sept. 15 he pleaded to Kiman for information. Kiman con- 
ceded that things did not look good. Mayo threw up his hands, and 
with them went a stack of papers. He flung a pen across the room. 
After returning to his office and composing himself, he looked 
over his calendar for the next day. On the agenda: an 11 A.M. talk 
with CSFB trainees about, of all things, how to downgrade a stock. 
Mayo resolved to lobby like the DU analysts and also to put up a 
brave front He spoke to the trainees the next day, overflowing with 
emotions as he had back on May 24, 1999. “Look at me,” he told 
the group. “I’m evidence that you can be negative and still survive.” 

ITS A FRIGID, SNOWY JANUARY EVENING IN MANHATTAN, 
and Mayo is sprinting past the doorman of his Upper East Side 
high-rise and into a Starbucks across the street. “Sorry I’m late,” 
he says, out of breath. “I’ve been trying to get a meeting with the 


mer competitors to inquire about openings. Most have been nice 
enough about it, with some suggesting that he switch to the “buy 
side” of Wall Street, working for a mutual or hedge fund. The 
mere thought of this is enough to raise his hackles. He believes 
such a career change is equivalent to admitting defeat. What frus- 
trates Mayo even more is the fact that his replacement at CSFB 
has relaunched coverage of bank stocks with an argument that 
seems to mirror his own views. Likewise, she’s concerned that 
banks will be vulnerable to soaring corporate bond defaults and 
a slowdown in loan growth. She’s worried about their lackluster 
revenue and deteriorating credit quality. Indeed, of the 20 big 
banks she covers, she expects eight to report a decline in fourth- 
quarter earnings — three of them by more than 30% over the pre- 
vious yean 

That’s why there isn’t a “sell” among them. □ 
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ACCOUNTING REFORM AND 
INVESTOR PROTECTION 


WEDNESDAY, MARCH 20, 2002 

U.S. Senate, 

Committee on Banking, Housing, and Urban Affairs, 

Washington, DC. 

The Committee met at 10:20 a.m. in room SD-538 of the Dirksen 
Senate Office Building, Senator Paul S. Sarbanes (Chairman of the 
Committee) presiding. 

OPENING STATEMENT OF CHAIRMAN PAUL S. SARBANES 

Chairman Sarbanes. Let me call this hearing to order. 

This morning, we continue in our series of oversight hearings on 
the systemic issues surrounding the issues of accounting practices 
and investor protection. 

Last week, actually, we had an interesting panel with represent- 
atives from the accounting industry. This morning, we are very 
pleased that we are going to hear from a variety of interested par- 
ties, including the Consumer Federation of America, the Council of 
Institutional Investors, the Association of Investment Management 
and Research, and the AFL-CIO. 

We have been reviewing in the Banking Committee a number of 
important issues — auditor independence, the setting of auditing 
standards, disclosures, conflicts of interest, SEC authority and 
funding, corporate loans to executives and insider abuse, corporate 
governance, self-regulatory structure for accountants. 

Each of the groups represented here today have held in some 
instances pronounced views on these issues that we have under 
consideration and we very much welcome this panel being with us. 

I will introduce each person as we go. We will hear from all four 
before we do any questioning. 

First, we will hear from our former colleague, the very able and 
distinguished Senator from Ohio, Howard Metzenbaum, who served 
here with us in the Senate for 19 years, and is now the Chairman 
for the Consumer Federation of America, a pro bono assignment, 
as I understand it. 

We wouldn’t expect anything less from Howard Metzenbaum. 

CFA is a nonprofit educational and consumer advocacy organiza- 
tion. Its membership consists of more than 285 organizations 
throughout the country, with an estimated membership in excess 
of 50 million people. 

Howard, we are delighted to have you with us and we would be 
happy to hear from you. 
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STATEMENT OF SENATOR HOWARD M. METZENBAUM (RET.) 

CHAIRMAN, CONSUMER FEDERATION OF AMERICA 

Senator Metzenbaum. Mr. Chairman, I am delighted to appear 
before your Committee. When I was here, I always enjoyed working 
with you and considered you a friend. We made trips together and 
it would not feel proper or appropriate if I did not, on behalf of 
myself and my wife, send our best regards to your wife, Christine. 

Chairman Sarbanes. Thank you. 

Senator Metzenbaum. It is truly a privilege to be here with you 
today speaking for the Consumer Federation of America. 

Chairman Sarbanes. Howard, would you just suspend your 
statement for a moment. 

I am sorry, Senator Akaka. Did you have an opening statement? 

Senator Akaka. Yes, Mr. Chairman. Thank you very much. 

Chairman Sarbanes. You are recognized. 

STATEMENT OF SENATOR DANIEL K. AKAKA 

Senator Akaka. I want to add my welcome to our former col- 
league, Howard Metzenbaum, and to all of you here. 

I just want to tell you as a Member of this Committee, I have 
a different perspective. I see things from the side. 

[Laughter.] 

Chairman Sarbanes. It is known as covering all your bases. 

[Laughter.] 

Senator Akaka. Thank you so much for being here. 

Without question, your being here and your statements will be 
useful to the Committee. 

Investors planning for retirement are faced with a complicated 
set of financial decisions that will significantly impact their future 
financial security. The shift from defined pension benefit plans to 
401(k) contribution plans has placed additional financial decision- 
making responsibilities onto the employee. 

The 401(k) plans have the potential for greater returns and more 
money during retirement. But they come with additional risks that 
need to be managed properly. False or misleading information pro- 
vided by companies, auditors, or stock analysts has the potential to 
result in losses which will destroy retirement savings. 

You might wish to comment on the possibility that the Adminis- 
tration may be dipping into our Thrift Savings Plan, TSP, funds. 

Enron has demonstrated the need for additional accounting and 
investor protections to ensure that investors have the necessary in- 
formation that they need to make sound financial decisions. 

Mr. Chairman, we must also secure the funding level necessary 
for the Securities and Exchange Commission, to enforce the regula- 
tions intended to protect investors. 

According to the General Accounting Office, GAO, approximately 
250 positions were vacant last year because the Commission was 
unable to attract qualified candidates. Additional funding will be 
necessary to attract and retain employees. 

I just held a hearing yesterday on human capital. At the hearing, 
we discussed personnel shortages that the Federal Government will 
be facing. If the Congress does not address this issue, the Federal 
Government may soon face a national emergency. We have to plan 
for that and recruit and retain people. There has to be enough re- 
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cruitment incentives to get them to come and work for the Federal 
Government. 

Mr. Chairman, I look forward to hearing your recommendations 
for reform and to the recommendations of our witnesses. 

Thank you very much. 

Chairman Sarbanes. Thank you, Senator Akaka. 

Senator Metzenbaum. 

Senator Metzenbaum. Thank you very much, Mr. Chairman, 
Senator Akaka. It is good to see you again and I am so pleased to 
see you here this morning. 

Chairman Sarbanes. Thank you. 

Senator Metzenbaum. I enjoyed serving with you when we 
worked together in the Senate. 

As a matter of fact, I spent my career in the U.S. Senate working 
to prevent corporations from running roughshod over the rights of 
consumers and workers. I have to tell you that I have never seen 
a more appalling example of heartless, unfettered corporate greed 
than in the Enron debacle. This company lied to their investors, 
lied to their employees, hid crucial information about their fi- 
nances, and tried to improperly influence Government officials. And 
in criminally indicting Enron’s auditing firm, Arthur Andersen, the 
Department of Justice has said that it believes that Andersen was 
a party to this massive deception. 

What kind of response to this wrong-doing have we gotten from 
the accounting industry? Is the industry going to support meaning- 
ful reforms so that investors and the public will regain confidence 
in corporate financial statements and in participating in stock mar- 
ket investments? 

As they say in the rental car commercials, not exactly. 

Last week, the accounting industry kicked off a multi-million dol- 
lar advertising campaign opposing significant reform. For shame. 
Of course, they try not to come right out and say so. 

In essence, what their representative told the House last week 
is that they are 100 percent behind efforts to increase investor con- 
fidence in financial disclosures, just as long as they do not have to 
make any real changes in the way they audit public companies. 
That is not good enough. The American people are demanding that 
the accounting industry face up to their responsibility, not run slick 
advertising campaigns designed to stop real reform. 

To understand why real reform is absolutely necessary, you have 
to understand the extent of the failure that occurred. The dis- 
turbing fact is that as in the case of many other blown audits that 
cost investors billions, all the safeguards designed to protect inves- 
tors failed and failed miserably. 

Most importantly, the auditors failed. They signed off on finan- 
cial statements that did not present an accurate picture of Enron’s 
finances, signed off on statements that were inaccurate. The Finan- 
cial Accounting Standards Board failed. They did not require that 
companies divulge information that would present a complete fi- 
nancial portrait. The Enron corporate board failed to ask manage- 
ment tough questions, challenge questionable practices, and re- 
quire more transparent disclosure. The credit-rating agencies and 
the security analysts who are supposedly the outside experts that 
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investors can rely on failed to provide any advanced warning of 
possible trouble. 

The ultimate failure, however, was two-fold: Congress and the 
Security and Exchange Commission. 

The real story out of the Enron disaster is not that its corporate 
managers went to great lengths to hide the company’s indebtedness 
and artificially inflate its earnings. Our system was designed with 
just that behavior in mind. The real story is that Congress and the 
SEC stood on the sidelines and watched as laws and regulations 
designed to keep auditors independent and corporate managers 
honest were eroded and undermined. They were snookered by an 
accounting industry that claimed that oversight and self-regulation 
would protect investors, employees and the public. 

In 1995, for example, Congress passed the Private Securities 
Litigation Reform Act. Sounds good. But significantly undermine 
the ability of investors to go to court to deter wrong-doing by com- 
panies and their auditors. I am happy to say that I did not vote 
for that law. I left the Senate 1 year too soon to oppose it. 

Clearly, the system is broken and it is Congress’ job to fix it. In 
my written testimony, I propose a comprehensive package of re- 
forms to do the job. What I would like to do today is to highlight 
the single most important step that Congress can take — restore in- 
tegrity to the independent audit. To accomplish this, it must en- 
hance auditor independence, provide effective regulatory oversight 
of accountants, and restore the threat of private litigation as a 
strong deterrent to wrong-doing. 

The whole point of requiring public companies to obtain an inde- 
pendent audit is to ensure that outside experts have reviewed the 
company’s books and determined that they not only comply with 
the letter of accounting rules, but also present a fair and accurate 
picture of the company’s finances. Auditors have profited hand- 
somely over the years from performing this important public 
watchdog function. Unless the auditor is free of bias, brings an ap- 
propriate level of professional skepticism to the task, and feels free 
to challenge management decisions, you might as well let the com- 
pany certify its own books. 

The independent audit is arguably more important today than it 
has been at any time since the requirement was first imposed in 
the 1930’s. More than half of all American households today invest 
in public companies, either directly or through mutual funds. They 
do so primarily to save for retirement. 

As a result, their financial well-being later in life is dependent 
on the integrity of our financial markets. 

At the same time, corporations today are under great pressure to 
keep their stock prices on a smooth upward trajectory. This gives 
corporate managers a strong incentive to manage their earnings in 
order to present the picture of a steadily rising profitability that 
Wall Street enjoys. To do that, they need an auditor who is willing 
to turn a blind eye to their overly aggressive accounting. The less 
independent the auditor, the more compliant they are likely to be. 

Many factors have undermined auditor independence. First, most 
of the big firms have dramatically increased their sales of con- 
sulting and other nonaudit services to their audit clients, despite 
the clear conflict of interest that this creates. 
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I might say, parenthetically, Mr. Chairman, that before I came 
to the Senate, I was active in the business world. I was on a sub- 
stantial number of corporate boards, some of which were on the 
New York and American stock exchanges and over the counter. 

I do not remember any instances in which consultants were 
brought in. There may have been some minor instances in which 
consultants were brought in by the auditors. But in the main, audi- 
tors were used for auditing purposes, to relate the facts and details 
as to the profit and loss of the company and what its financial sta- 
bility was and what its capital structure was. 

But this development, I think, mostly in the last 10 years, of 
bringing in consultants, has really made the consulting part of the 
accounting industry become the major factor as far as producing in- 
come is concerned. And as a consequence, I think it has been a 
bane as far as getting the proper kind of accounting that the public 
are entitled to. 

Today, virtually all of the big companies receive both audit and 
nonaudit services from their accountants and they typically pay be- 
tween two and three times as much for the nonaudit services as 
they do for the audit itself. 

So if an auditor’s tough questioning of the management were to 
threaten its more profitable consulting arrangement, that auditor 
might very well expect to face tough questioning of his own from 
higher-ups at his own firm, or her own firm. 

Lack of independence involves more than just consulting, how- 
ever. It starts with the fact that auditors are hired, paid, and fired 
by the audit client. This basic conflict is exacerbated by the general 
lack of client turnover. Auditors may reasonably expect to keep the 
same client for 20, 30, even 50 years. 

Also undermining auditor independence is the revolving door 
that all too often exists between auditors and their audit clients. 
This was true at Enron. It was true at Waste Management, and 
it is a common feature in many failed audits. A constant flow of 
personnel from the auditor to the audit client helps to create an en- 
vironment in which external auditors are viewed as just another 
part of the corporate family. Such intimacy is not conducive to true 
independence. 

Congress has an interest and an obligation to put a halt to this 
all-too-close relationship. Half-measures and phony reforms will ac- 
tually harm investors and the public by creating the illusion of 
independence where none exists. 

If Congress only does one thing this year to prevent more Enron- 
like catastrophes from occurring, it must be to guarantee that au- 
dits are truly independent. The first step in guaranteeing a com- 
pletely independent outside audit is to ban accounting firms from 
providing auditing and consulting services to the same client. And 
I want to emphasize that. I think it is imperative that Congress act 
to ban accounting firms from providing auditing consulting services 
to the same client. 

Accounting firms got along very well for many years without the 
consulting function. It is only within the last 10 years, as I pre- 
viously mentioned, that this whole consulting facet has developed. 

Certainly narrowly defined services could be exempted by the 
SEC on a case-by-case basis, but only if it shows that these services 
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enhance audit quality and benefit investors and only if they are 
directly and separately approved by the audit committee or by the 
board. 

A ban on nonaudit services should be accompanied by the peri- 
odic rotation of auditors, an idea that has gained some highly cred- 
ible backers. An audit firm that knows it has a limited term of en- 
gagement has significantly less to lose by challenging management 
than one that expects to retain the client indefinitely. 

Because such an approach would significantly enhance auditor 
independence, we believe the benefits far outweigh the costs. One 
proposal that deals with this issue is the legislation proposed by 
Senators Dodd and Corzine, which requires a study of mandatory 
rotation. The Dodd-Corzine bill has a number of positive features, 
but we think a strong case can be made for requiring mandatory 
rotation, not just studying it. 

Finally, to close the revolving door between audit firms and their 
audit clients, there should be a 2 to 3 year cooling off period after 
their involvement and the audit has ended, during which members 
of the audit team and their supervisors would be prohibited from 
seeking or accepting employment with a former audit client. 

We also believe that Congress must provide effective regulatory 
oversight of accountants. If auditors face numerous pressures to 
sign off on questionable accounting practices, they face relatively 
little fear of sanctions if they do. 

The current regulatory system is underfunded, inefficient, and a 
captive of the industry. A complete overhaul is definitely needed. 
Whether the SEC is given enhanced oversight responsibility or a 
new regulatory body is created, that regulator must be independent 
of the accounting industry. It must be adequately funded and have 
strong rulemaking, standard setting, investigative, and enforce- 
ment authority. 

The private litigation laws also must be reformed to provide a 
real deterrent to wrong-doing. Private litigation has long been 
viewed as an important supplement to regulation, since the threat 
of having to pay significant financial damages provides an incen- 
tive to comply with even poorly enforced laws. 

In 1995, however, Congress passed the Private Securities Litiga- 
tion Reform Act, which significantly reduced auditor’s liability in 
cases of securities fraud. It did so both by making it more difficult 
to bring a case against accountants and by reducing their financial 
exposure where they are found to have contributed to fraud. 

The result is that the threats of private lawsuits now poses a 
diminished deterrent to accounting fraud. Restoring reasonable 
liability for culpable accountants should be part of any overall re- 
form plan. At a minimum, this should include provisions: To enable 
plaintiffs to gain access to documents through discovery before hav- 
ing to meet the heightened pleading standards regarding state of 
mind; to restore joint and several liability where the defendant 
recklessly violated security laws and the primary wrongdoer is 
bankrupt; to restore aiding and abetting liability for those who con- 
tribute to fraud but are not the primary culprit; and to extend the 
statute of limitations for securities fraud lawsuits. 

In conclusion, let me say that the collapse of Enron has provided 
a clarion call for reform. It has exposed gaping holes in the investor 
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protections we rely on to keep corporate managers honest. Enron 
is not unique and only a comprehensive set of reforms will prevent 
future Enrons from happening. 

As I said at the beginning of my comments, such a far-reaching 
approach must focus on enhancing the independence of the audit, 
providing effective oversight of the accounting industry, and ensur- 
ing that, when all else fails, the threat of private litigation will 
deter wrong-doers. 

Thank you, Mr. Chairman. 

Chairman Sarbanes. Thank you, Senator Metzenbaum, for a 
very comprehensive and helpful statement. 

Next, we will hear from Sarah Teslik, the Executive Director of 
the Council of Institutional Investors. 

The Council of Institutional Investors is an organization of over 
100 public and private pension funds that seek to address invest- 
ment issues affecting the security of its members’ $1.3 trillion in 
assets. Prior to the formation of the Council, and becoming its Ex- 
ecutive Director, Ms. Teslik was a corporate and securities attorney 
with the law firm of Wilke, Farr & Gallagher here in Washington. 

Ms. Teslik, we would be very happy to hear from you. 

STATEMENT OF SARAH TESLIK 
EXECUTIVE DIRECTOR 
COUNCIL OF INSTITUTIONAL INVESTORS 

Ms. Teslik. Thank you. I know you are Enron-exhausted, so I 
will start with the bottom line. 

The very bad things that we have seen happening at Enron and 
everywhere else happened because we let them. Even honest people 
begin behaving badly when they realize there are no consequences. 
And there are essentially no consequences for corporate crime and 
essentially no consequences when boards, CEO’s, auditors, ana- 
lysts, and others merely behave badly. 

When the upside is a few hundred million dollars to keep, people 
will behave badly when there are no consequences. 

Why are we seeing more frauds today than we used to? For a 
reason that I think is largely missed in the press, and that is that 
ever since the laws were passed 65 years ago to protect investors, 
special interests have been eating away at them, quietly but gradu- 
ally, so that now the laws in place, which, in theory, are there to 
protect investors, in fact, protect the other side. 

I will give you some examples in a minute. 

Typically, over time, great civilizations have crumbled when spe- 
cial interests have been able to get a hold of the government ma- 
chinery. And I know of no better example than what has gone on 
in our investment sector over the last 65 years. If history is any 
guide, you are all being pressured right now to give in, keep the 
system the way it is. Also if history is any guide, you will give in. 
I am here to beg you not to. 

What must be done? Let’s start with the auditors, even though 
I think they are a sideshow, and let’s start with what is wrong. 

Right now, auditors are picked by the managers whose books 
they have to review. If fifth graders picked their teachers, fifth 
graders would get A’s. Not only that. Auditors, and the people who 
have to produce financial statements, write the standards they 
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have to follow to make those statements. If fifth graders wrote 
grading standards, all fifth graders would pass. Not only that. We 
allow auditors to oversee and police their own profession. You know 
better than that. No profession ever self-polices effectively. 

What should you pass? I have a list of suggestions in my written 
testimony. You have heard them in a variety of permutations and 
have seen them in just about every bill imaginable. But, in essence, 
you need to focus on legislation that aligns the financial interest 
of auditors with investors. Many people invariably act in their self- 
interest. You cannot rely on honor or professionalism. Chinese 
walls never work. Independent bodies never remain independent. 
Unless you harness self-interest, you will keep getting misleading 
financials. 

I know I am unusual in the people testifying in front of you to 
say that auditors are a sideshow. They are very important. But 
they are a sideshow. Auditors review the books. It is not the audi- 
tor’s job to run the company. It is not the auditor’s job to have put 
in place the ethics policies. It is not the auditor’s job to make 
money, to produce secure jobs, to say no to CEO’s who want loans 
of $341 million when they are already rich. That job belongs to the 
managers and it belongs to the board. It is their job to prevent 
fraud in the first place and you need to focus on them. 

Why is it that boards turn a blind eye? There is an easy answer 
here. What if Senate staffers picked Senators? Would you stop your 
staff if they were stealing? I doubt you would. 

Currently, boards of directors are picked by managers, not by 
shareholders. Therefore, they protect managers rather than pro- 
tecting shareholders. As long as that system is in place, that result 
will be in place. 

I know that the Council is known to be a shareholder advocate 
and it is sometimes assumed that we are out in left field when we 
make suggestions that the system is broken. I would like to give 
you a few examples of existing laws that protect managers and 
boards rather than shareholders, so you can decide whether I am 
the crazy one or whether the system is broken. Eight quick ones. 

One, if a shareholder buys a mere 5 percent of a company, he or 
she has to file forms as if the Government were tracking a 
pedophile, not an owner. Why don’t shareholders file these forms? 
Instead, they take the second option, which is, if you promise the 
Government that you will be inert, you can file a simpler form. 

Two, the Government also tells us what issues we can discuss 
with managers. I am not making this up. The SEC decides what 
issues we can raise for a shareholder vote and what issues we 
cannot. Have any of you read those rules? They pretty much take 
everything off the table. We cannot ask about anything that is “or- 
dinary business” — which covers anything that we ought to ask 
about. 

We also cannot ask about anything that is extraordinary busi- 
ness if it only affects a small part of the company. We cannot ask 
anything about the current board of directors, the single thing to 
which we should pay the most attention. Many of the issues raised 
by Enron we cannot ask about through shareholder vote because 
the SEC won’t let us. 
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Three, if we get through the SEC hoop and we figured out an 
issue that they will let us raise with our own employees, corporate 
managers, and it gets on the ballot, the SEC requires us physically 
to go to the meeting. Even though most companies do not require 
their directors to go to the meeting and most shareholders do not 
go to the meeting. So if you do not have a lot of money, if you actu- 
ally have to go to work in the morning, if you are disabled or can- 
not travel, forget it. 

Four, not only that — if the company knows you are coming and 
they know you are going to ask a question they do not want to hear 
about, they can move the meeting to a place you cannot get to. U.S. 
companies have held their annual meetings in Russia. They have 
held them in towns in Alabama, without airports, on Friday after- 
noon at 5:30, before a holiday weekend. They move meetings when 
they know we are coming. They are allowed to. 

Five, if the managers who are counting the ballots realize they 
are going to lose, they can call off the vote on the meeting day, and 
they have done so. 

Six, if a shareholder actually wins, if we have gotten through the 
first five things and we actually win the majority of the votes cast, 
the managers can ignore it as if it did not happen. And virtually 
all of them do, some of them, year after year after year. 

Seven, shareholders used to get to vote on boards of directors 
every year, once a year. Now if you look at the Comcast and AT&T 
merger, they have packaged into the merger a provision that says 
that we cannot vote on the directors again until 2005, even if, pre- 
sumably, Enron-like facts emerge. We are out of luck. 

Finally, shareholder elections in many cases are rigged. If share- 
holders do not vote, unbeknownst to them, their brokers can vote 
for them for management. There are studies documenting that this 
throws elections. 

With rules like that in place which protect managers and boards 
rather than shareholders, it is no surprise that we are unable to 
do anything about the Enrons of the world on our own. 

So what legislation do you pass if you want to risk your reelec- 
tion funding and fix the problem? 

First, we need better and immediate information about executive 
compensation packages and about CEO’s buying, selling, hedging, 
and lending habits. This does not sound like the kind of recom- 
mendation you have been getting from a lot of people who have 
been testifying here, but it is actually critical to the process. 

Why? Because unless CEO’s and boards can have stock option 
packages which allow them to get hundreds of millions of dollars 
out of the companies, they cannot turn companies into Ponzi 
schemes. Unless they can get the money in, fake the financials, 
take enough out quickly enough before the company crashes, the 
money’s not in it for them. You have to get at the money. 

Second, Senator Nelson’s bill has a number of issues that we 
think are worthy of addressing. We have had a rulemaking pending 
at the SEC for about 4 years, asking that directors’ conflicts of 
interest be disclosed. We find it a significant pattern at companies 
with major accounting fraud, that directors have undisclosed con- 
flicts of interest. There is no excuse for failure to disclose every 
significant or nontrivial conflict of interest a board member has. It 
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is an easy thing to implement. We have not even received a little 
postcard back from the SEC to say, “got rulemaking.” We are out 
of stock. 

Third, Senator Nelson’s bill also gets at the independence board 
issue very well. And unlike many bills, it uses a definition of an 
independent director that makes sense. It is one that essentially 
provides that a director is independent only if his or her board seat 
is their connection to the company. 

At our meeting next week, we will be discussing legislative lan- 
guage to submit to you which would allow shareholders, if a large 
percentage agreed, to submit board candidates that the company 
would have to run on the company’s proxy. Ultimately, if we cannot 
select directors, we cannot fix these problems. 

Corporate governance, in short, should be at the center of your 
legislative debates, not at the periphery. Structures that stop fraud 
in the first place, rather than structures that deal with it once it 
has gotten on the auditor’s desk, are the way to deal with fraud. 
We need both, but we need you to not neglect the governance. 

A final word on enforcement. There is too little enforcement in 
general and there is way too little enforcement that targets individ- 
uals. When the hubbub of Enron dies down, it is 5 years from now 
and you are an auditor and you are sitting at a conference table 
privately with the CEO who is going to pay your fee. And the CEO 
wants you to do something that makes you uncomfortable. Which 
will deter you more? The notion that your employer may eventually 
pay a fine? Or the notion that you may go to jail? 

There is no comparison. Fines victimize the victims. We the 
shareholders pay them. You need to go after the individuals. We 
applaud the Leahy-Daschle bill in that regard and any other ef- 
forts to focus on the people who you can, in fact, deter. One CEO 
or one director, not a mid-level scapegoat, that goes to jail would 
be a corporate governance shot heard around the world. 

Thank you. 

Chairman Sarbanes. Thank you very much. 

We will now turn to Thomas Bowman, who is President and CEO 
of the Association for Investment Management and Research. He 
has been the President since 1994. 

The Association for Investment Management and Research is an 
international nonprofit organization of more than 50,000 invest- 
ment practitioners and educators that educate and examine invest- 
ment managers and analysts. They run the chartered financial an- 
alyst program. 

Before joining AIMR, Mr. Bowman was President and CEO of DP 
Asset Management in Wilmington, Delaware, and previously Vice 
President and Chief Investment Officer at Frank Russell Invest- 
ment Company in Tacoma, Washington. 

Mr. Bowman, we are pleased to have you here this morning. 

STATEMENT OF THOMAS A. BOWMAN, CFA 
PRESIDENT AND CHIEF EXECUTIVE OFFICER 
ASSOCIATION FOR INVESTMENT MANAGEMENT 
AND RESEARCH 

Mr. Bowman. Thank you, Chairman Sarbanes, Senator Akaka, 
and other Members of the Committee, for the opportunity to speak 
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on behalf of the 150,000 investment professionals worldwide who 
are AIMR members or candidates for the CFA designation. 

Most AIMR members are not subject to the majority of conflicts 
of interest facing research analysts working for Wall Street broker- 
ages and similar firms worldwide. But all investors, not just invest- 
ment professionals, are disadvantaged by lack of transparency and 
of disclosure in corporate financial statements, unreliable audit 
reports, and deficiencies in corporate governance. 

In today’s written testimony, we address a number of investor 
protection issues: The adequacy of accounting standards. The effec- 
tiveness of the SEC oversight. The importance of a high-quality 
corporate governance framework and the role that institutional in- 
vestors should play to protect their clients’ interests. 

In my oral remarks, however, I wish to focus on the issues of 
independence of two respected professions: Auditors and analysts. 
In particular, allegations that analysts lack independence, issue 
biased reports, and make recommendations without a reasonable 
basis are important to us because they cut to the heart of our eth- 
ical principles and taint a proud profession and its practitioners. 
We want to share with you our recommendations for reform. 

AIMR has been quite vocal in advocating changes in regulations 
and oversight of auditors so that they can regain their lost inde- 
pendence and become more vigilant watchdogs. We believe these 
changes are needed if investors are to regain confidence in the 
audit process, and ultimately, in the information provided in cor- 
porate financial statements. 

Audit firms are not obligated to provide business advisory and 
other nonaudit services to their audit clients. They choose to do so 
because there are strong economic incentives. As a result, account- 
ing professionals face conflicts of interest and are often put in the 
position of auditing their own firm’s work. We recommend that 
audit firms stop providing those nonaudit services that present 
insurmountable conflicts, and retain only those that may improve 
the effectiveness of the audit, such as tax preparation. 

If audit firms are permitted to provide nonaudit services to audit 
clients, they must manage the resulting conflicts more effectively, 
and ensure that they never lose sight of their primary purpose — 
to attest to the fairness of the financial statements, providing 
needed assurance to shareholders and investors. 

In our written testimony, we make several recommendations for 
managing auditor conflicts. The only one I will mention here is our 
proposal that full disclosure of these conflicts be required in the cli- 
ents’ financial statements, including the types of nonaudit services 
provided and the related fees. 

It would be inappropriate of us to discuss auditor conflicts of in- 
terest without acknowledging that some investment professionals, 
specifically Wall Street research analysts, also face conflicts in con- 
ducting research and making investment recommendations. 

At the start, it is important for me to tell you that analysts, like 
auditors, work in conditions of uncertainty. They gather and ana- 
lyze corporate financial and other information of varying degrees of 
transparency and use that information to forecast a company’s fu- 
ture prospects. And even when analysts have the benefit of full and 
fair disclosure, financial analysis remains more art than science. 
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No analyst, no matter how independent and objective, has a magic 
formula that accurately and consistently predicts stock prices. 

To do the best job they can, analysts need an environment that 
fosters their objectivity. To create that environment, we must rec- 
ognize and address all sources of pressure and implement effective 
processes to manage each of them. The existing pressures create an 
environment that challenges the integrity of those who work within 
it, undermining the ethical principles upon which AIMR and its 
CFA program are based. 

Two conflicts, investment banking collaboration and personal in- 
vestments, are fully within the capacity of firms to manage. I will 
address these conflicts today. Others — arising from issuers, from 
institutional clients, and from human nature — are not. But they 
must also be addressed, if analysts are to be truly free from coer- 
cion or enticement to bias their reports and recommendations. 

Regarding investment banking: We do not dispute that any col- 
laboration between research and investment banking is fraught 
with ethical conflicts. However, we understand that, in the current 
structure, collaboration is critical to a firm’s due diligence in evalu- 
ating investment banking clients and may provide synergies within 
the firm. 

The question then becomes how analysts should be rewarded — 
according to what criteria? We strongly believe that firms can, and 
must, reward analysts first and foremost for the quality of their 
analysis and the reliability and success of their recommendations, 
and not their contributions to investment banking or other cor- 
porate finance activities. We must align analysts with investor in- 
terests, not with investment banking interests. 

With respect to personal investments and to trading, we do not 
believe that permitting analysts to invest in the companies they 
follow is inherently unethical as long as strict rules are in place to 
ensure that client interests come first. Indeed, some would argue 
that such investments better align analysts and investing client in- 
terests. To manage these two conflicts more effectively, we make 
the following recommendations: 

First, compensation is key. Firms must not link analyst com- 
pensation directly to the success of investment banking activities, 
but rather, directly link, and heavily weight, compensation to the 
quality of the research and recommendations. Firms must have 
explicit quantitative measures for the performance of stock rec- 
ommendations and the accuracy of earnings forecasts. 

Second, firms must foster a corporate culture that protects ana- 
lysts from undue pressure from, and retaliations by, issuers or 
others. Firms cannot control the behavior of others, but they can 
have an impact on how their employees react to that behavior. 

Third, firms must constantly communicate to clients and the in- 
vesting public the measures in place that ensure analysts are inde- 
pendent and their reports and recommendations have reasonable 
and adequate bases. 

Fourth, firms must have reporting structures that prevent in- 
vestment banking or corporate finance from reviewing, approving, 
modifying, or rejecting reports or recommendations. 

Fifth, firms must have clear, strict, and enforced policies and 
procedures for personal investment and trading that ensure inves- 
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tors’ interests come first, prevent analysis from either the front 
running clients or their firms, and from trading against their rec- 
ommendations. 

Sixth, firms must require analysts to provide full disclosure of 
conflicts in reports and media appearances. The disclosures must 
be prominent, specific, and in “plain English,” not marginal and 
boilerplate. 

At a minimum, analysts and their firms should disclose: Personal 
and firm investment holdings. Directorships on company boards. 
Compensation received by the firm from the subject company and 
the nature of the relationship. And material gifts received by the 
analyst from the subject company or the firms’ investment banking 
or corporate finance departments. 

Seventh, firms must require timely, regular updates or recon- 
firmations of recommendations under normal circumstances, and 
more frequently in periods of high market volatility. 

Eighth, firms must not quietly and unobtrusively discontinue 
coverage or move a security to a “not-rated” category — such action 
does not serve investor interests — but must promptly issue a final 
report with a reason for discontinuance. 

Finally, an overhaul of securities’ rating systems is needed. Al- 
though firms may believe their proprietary rating systems are a 
competitive advantage, the market is better served when ratings 
are concise, clear, and easily understood by the average investor 
and provide reasonable comparability across firms. 

Therefore, we recommend that all ratings have three elements: 
One, the recommendation itself. Two, a risk measure. Three, a time 
horizon. We believe that a rating that incorporates these three ele- 
ments will help address the current tendency to overemphasize 
short-term price performance. 

As you know, today, investment analysts and fund managers are 
prime-time news. Their recommendations, primarily likes rather 
than dislikes, are delivered in 30-second sound-bites. The message 
this communicates is that the serious business of investing is a 
sport, like horse racing, where investors should always be looking 
for hot tips. 

Ideally, we would prefer that investors could always purchase 
and read the full research report to understand the risks and re- 
wards of a particular investment before investing, we know that 
this is not realistic. We hope that by expanding the rating and 
communicating all three elements in media appearances as well as 
reports, investors will have better information by which to judge 
the suitability of the investment to their own unique circumstances 
and constraints. 

In closing, I would like to impress upon the Committee that we 
appreciate not only the seriousness, but also the complexity of the 
problems facing Wall Street analysts. A precipitous solution that 
addresses only one aspect of the problem is not the answer. How- 
ever, we believe that the profession itself can address these issues, 
and recommend effective solutions that can be implemented by the 
affected firms. Let me assure you that AIMR is already working 
diligently toward these ends. 

I will be happy to answer any questions later. Thank you. 

Chairman Sarbanes. Thank you very much, sir. 
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Our concluding panelist this morning is Damon Silvers, Associate 
General Counsel of the AFL-CIO. Mr. Silvers was previously the 
Assistant Director of the Office of Corporate and Financial Affairs 
for the Amalgamated Clothing and Textile Workers Union, and has 
been the Research Director for the Harvard Union of Clerical and 
Technical Workers. 

Mr. Silvers, we are pleased to have you here this morning. We 
would be happy to hear from you. 

STATEMENT OF DAMON A. SILVERS 
ASSOCIATE GENERAL COUNSEL 
AMERICAN FEDERATION OF LABOR AND 
CONGRESS OF INDUSTRIAL ORGANIZATIONS 

Mr. Silvers. Thank you very much, Senator. 

I am, as you said, the Associate General Counsel of the American 
Federation of Labor and Congress of Industrial Organizations. On 
behalf of the AFL-CIO’s 13 million members, our 62 member 
unions, we wish to thank you, Senator Sarbanes, and this Com- 
mittee, for taking up this vital issue on the heels of the collapse 
of Enron and the similar problems that have arisen at companies 
like Waste Management and Global Crossing. 

Corporate governance is a web of relationships. These relation- 
ships should work toward getting companies to make smart, long- 
term, focused decisions that lead to sustainable benefits for all who 
participate in the company. Unfortunately, Enron is a window into 
a set of pervasive conflicts of interest that defeat the purposes of 
corporate governance and that threaten the retirement security of 
America’s working families, as Senator Akaka alluded to in his 
opening remarks. 

At Enron, the management, the board of directors, the outside 
auditors and the Wall Street analysts all failed to protect investors. 
And similar events have both preceded and accompanied Enron’s 
collapse at companies like Global Crossing, Cendant, Waste Man- 
agement, McKesson, and many, many more. The source of these 
failures lie in the unregulated conflicts of interest that permeate 
the relationships between the management of these companies and 
the people who were supposed to be protecting investors. 

I will just note here that the AFL-CIO, which is a member of 
the Council of Institutional Investors, fully shares the analysis that 
you have heard about the board-focused problems that Sarah 
Teslik just spoke about. 

The AFL-CIO’s member unions and their members urge that 
this Committee take up the task of crafting comprehensive legisla- 
tion to take on the conflicts of interest in the capital markets and 
the board rooms of America’s public companies. You have heard in 
prior hearings from those who have benefited from and continue to 
benefit from these conflicts as to why they must be allowed to con- 
tinue, from those who would lull you to sleep with the lullaby that 
everything will be all right if you just do nothing. Now that may 
be the view from the lobbyists’ offices on K Street that do the 
heavy lifting for the accounting industry here on the Hill, but it is 
not how things look from the homes of thousands of working fami- 
lies in Houston, Texas, Portland, Oregon, and Rochester, New 
York, who have lost their retirement savings and, in some cases, 
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their jobs and their health care because they believed what they 
were told, told by the experts, told by the people who had duties 
to them, told by the people they trust, by their employers, by their 
employers’ accountants, and the analysts that interpreted the ac- 
countants’ numbers. 

I will also add that although not everyone suffers so acutely as 
these people that I have referred to, that literally tens of millions 
of working families have had money taken out of their retirement 
savings by the events at Enron and other companies that we have 
been discussing today. 

Let me address what a comprehensive reform package requires. 

Corporate governance, as Sarah Teslik said, starts with boards 
of directors. Public company boards need strong independent direc- 
tors who are accountable to investors. Key to what happened at 
Enron was that Enron touted directors as independent who really 
had significant ties to Enron’s management, ties that in many 
cases were not disclosed. 

Investors first need complete disclosure of all ties between board 
members, the company, and company management. And by the 
way, the AFL-CIO put a rulemaking petition into the SEC in De- 
cember asking for this, and although we haven’t been waiting as 
long as the Council has been waiting, we are still waiting to hear 
back from them. 

Then this Committee should encourage the NASD and the New 
York Stock Exchange, who have the authority to do this, to require 
that this higher standard of independence be the relevant standard 
for measuring the independence of members of audit and com- 
pensation committees. 

With genuine independence from management must come gen- 
uine accountability to shareholders. Shareholders should have ac- 
cess to management’s proxy, not just for shareholder proposals on 
the very narrow range of subjects that are currently allowed, but 
for director candidates that a substantial number of shareholders 
want to see on the board of the company they invest in. Investors 
also deserve the right to bring before the annual meeting through 
management’s proxy, which is generally the only economically via- 
ble way of doing so, any proposal that is legal and can be shown 
to enjoy significant shareholder support. Shareholders themselves 
should be the determinants of what is ordinary business and what 
merits a discussion with the management they hire. 

The second area in need of reform is the practice of public ac- 
counting. There are three issues here. And I will treat them in a 
little detail. I do not mean by doing so to suggest that they are nec- 
essarily the most important issues. I think, as Sarah was alluding 
to, there are many very important components here. 

The three issues, though, in the accounting area are: Independ- 
ence, oversight, and the process by which the rules are made. In 
regard to independence, the simple fact is that you cannot be a 
public auditor with an obligation to get the numbers right for a 
public audience and also be a consultant whose aim is to advise ex- 
ecutives on how to optimize the numbers. The tension between 
those goals is too severe and the rewards for compromising the 
audit responsibility are too great. It is just too easy for an auditor 
to blend those rules and end up like Arthur Andersen at Enron, 
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structuring SPE’s — Special Purpose Entities — as a consultant and 
auditing those same structures as an auditor. 

The Big 5 firms now seem to be arguing that if they cannot earn 
the big money as consultants that they won’t be able to attract top 
people. I believe that argument was made before this Committee 
recently. From an investor perspective, we would say that the oppo- 
site is true — that unless audit and consulting functions are sepa- 
rated, the Big 5 will not be able to attract anyone with any integ- 
rity to their audit practices, and integrity is what worker funds 
want in the auditors their firms hire. 

The next issue after independence is oversight. Former SEC 
Chairman Arthur Levitt has outlined what we believe are the key 
characteristics of a much needed public auditor oversight body — 
members independent of the accounting industry, full investigative 
and disciplinary powers, and independent funding, optimally 
through the small fees assessed on public companies as the current 
SEC is partially funded. 

Finally, there is the rulemaking process. Anyone familiar with 
the political pressures brought to bear on FASB around accounting 
for executive stock options in the mid-1990’s, not to mention the 
decade long paralysis on special purpose entity accounting knows 
that FASB is too open to pressures from issuers and those be- 
holden to issuers currently to adequately address the needs of in- 
vestors and the public. Here there are a variety of options available 
for dealing with that. I think we are open to looking at any number 
of them. But there really must be change in the way that FASB 
is governed and makes decisions. 

Then there are the Wall Street analysts. The witness who pre- 
ceded me I think did a really impressive job at outlining the issues 
there and what some of the solutions should be. I will say from the 
perspective of the consumers of the analysts, that they play a vital 
role because they interpret the numbers. Most work with their 
401(k) plans, most anybody, even those with the expertise, do not 
have the time to do the analysis that analysts. 

But, tragically, analysts in recent years have become captive to 
the investment banking side of their firms — Wall Street analysts, 
that is, and I recognize that they are not all analysts by any 
means. That is why part of a comprehensive package of reforms 
would be a provision banning basing analysts’ compensation, not 
just banning it basing it on specific transactions, as Harvey Pitt 
and the NASD would have it, but barring any analyst tie, any com- 
pensation for analysts that is tied to investment banking perform- 
ance specifically in general. 

Finally, I want to address the ultimate accountability measures 
available to shareholders — recourse to the courts. The AFL-CIO 
and worker funds view litigation as part of a continuum of tactics 
for holding the management of the companies we invest in account- 
able, and for obviously recovering money fraudulently taken from 
worker retirement funds. As such, we strongly believe that the cur- 
rent immunity from civil suits in the law for those who aid and 
abet securities fraud is outrageous — and directly connected to the 
rise in accounting restatements and in accounting fraud since the 
Supreme Court’s wrongly decided the Central Bank of Denver case 
in 1994. 
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In addition to a legislative fix, the Central Bank of Denver, we 
support a number of other reforms in the area of securities litiga- 
tion relating to the partial repeal of the Private Securities Litiga- 
tion Reform Act. Specifically, the restoration of joint and several 
liability in private securities cases, so that we do not have what we 
are seeing now in the Enron case, where everyone is chasing a few 
dollars, and the extension of the statute of limitations in securities 
cases beyond its current 3 years. 

There are hundreds of millions of dollars in losses in Enron that 
cannot be pursued in the courts by worker funds, particularly by 
public employee funds, because of the current short statute of limi- 
tations. 

Finally, I want to add that the AFL-CIO strongly supports in- 
creases in the SEC budget and full funding for pay parity. It is 
really an astounding fact that the monies realized by Enron’s insid- 
ers in the last year before Enron went bankrupt are several times 
the size of the SEC’s entire budget. And that should tell us some- 
thing about where we have landed and where we need to go. 

Together, these measures constitute a comprehensive approach 
to the problems presented by Enron and similar companies. This 
approach is in great measure embodied in the House bills intro- 
duced by Representatives LaFalce and Dingell. Here in the Senate, 
Senator Leahy and Majority Leader Daschle have introduced a 
very positive bill on litigation issues. Senators Corzine’s and Dodd’s 
bill on accounting issues and Senator Nelson’s bill on board con- 
flicts also, each in their areas, are quite positive steps. But there 
is a desperate need, we believe, for a comprehensive approach here 
in the Senate, one which we are confident this Committee can and 
will provide. 

In closing, I wish to strongly emphasize the labor movement does 
not view what happened at Enron as simply the product of a few 
bad people. While those individuals who have been given the re- 
sponsibility to manage workers’ and the public’s money need to be 
held to a single high standard, we believe at the heart of what hap- 
pened at Enron are systemic problems that need systemic solu- 
tions. These solutions will offend powerful interests and they will 
fight them as hard as they can, but they will protect America’s 
working families, and that is what we need today. 

The AFL-CIO welcomes the opportunity to continue to work with 
the Banking Committee as you take up this very important and 
profound challenge. 

Thank you very much, Senator. 

Chairman Sarbanes. Thank you very much, Mr. Silvers. 

Let me ask you very quickly a couple of very specific questions. 
You talk about independence and oversight. What do you mean by 
independence? 

Mr. Silvers. With respect to the auditing profession, I am really 
talking about here the conflict of interest — there are several layers 
here. First, you have the conflict of interest that occurs when the 
auditor is also a consultant. That situation puts 

Chairman Sarbanes. I am talking about whatever oversight 
board you have. When you say the members of that board should 
be independent, what do you mean by independent? 
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Mr. Silvers. There is a history in this area of self-regulation by 
the industry. 

Chairman Sarbanes. Right. 

Mr. Silvers. We do not believe that practitioners in the public 
accounting field should have a significant role in the governance of 
the oversight board. Now it may make sense to have a member or 
two. But the majority of any public oversight board needs to be rep- 
resentatives of the investing public, not of the accounting industry. 

Chairman Sarbanes. Does that mean that they should not be 
accountants? 

Mr. Silvers. I think that there is a difference between account- 
ants in general and practitioners, people involved in the auditing 
of public firms. 

However, I would still say that I believe the majority of this 
board should not be accountants. I think that it may be appropriate 
that more of them be accountants who are not involved in the au- 
diting of public companies. But I believe that it is important that 
this board not be in any sense a self-regulatory body of the kind 
that we have seen in that industry. 

Chairman Sarbanes. We have had some people at the witness 
table who are accountants. In fact, they have been partners in 
some of the major accounting firms. 

Mr. Silvers. Right. 

Chairman Sarbanes. They are not there now. They have done 
other things. 

Mr. Silvers. Right. 

Chairman Sarbanes. And some of the strongest testimony we 
have gotten for better oversight has come from those very people. 

Mr. Silvers. Sure. 

Chairman Sarbanes. Should they be eligible to be on this board 
or do they contradict your desire for independence? 

Mr. Silvers. No, I believe that they should be eligible to be on 
the board. What I was saying, Senator, about this, is that the ma- 
jority of this board should be representatives of investors and the 
public. But I believe it is quite important, in fact, to have some in- 
dividuals of the kind that you are referring to making up part of 
the board. 

Chairman Sarbanes. Does anyone else have any thoughts on 
that particular subject? 

Ms. Teslik. If I could add to that. I think that most investors 
care particularly about who appoints these people, not what their 
credentials are, because, obviously, if they do not know what they 
are talking about, they are not going to be any good. But an ac- 
countant who we appoint is different than an accountant that the 
AICPA appoints. So, I think you need to focus on where they come 
from because that is who they will report to. 

Chairman Sarbanes. Mr. Silvers, I wanted to ask you, what do 
you think the statute of limitations in securities cases ought to be? 

Mr. Silvers. Senator, there have been different suggestions in 
this area. My feeling is that it ought to be something in the range 
of 5 to 7 years for recoveries. This is not the time to bring the 
claim, but how far can you look back to price the recovery? 
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I also believe that there ought to be some latitude given to judges 
in this area because there are circumstances in which you have a 
continuing fraud that an iron-clad cut-off may not properly address. 

Chairman Sarbanes. Now, Mr. Bowman, you had, I thought, an 
impressive listing of what firms ought to do, so we had greater as- 
surance about analyst independence. But how do we make sure 
that firms do that? 

This is kind of an appeal to the firm to do right. But what struc- 
ture or framework do we have within which the firm operates that 
will place pressure upon them to do right? 

Mr. Bowman. Senator, we have seen over the years that market 
forces and competitive forces are very powerful. For example, about 
12 years, AIMR introduced performance presentation standards to 
make uniform the way that investors and managers presented 
their returns on their portfolios because up until that time, there 
was a lot of abuse going on with regard to how performance num- 
bers were reported. And when AIMR first came up with these 
standards, they were met with a great deal of resistance and it 
took several years, basically, for them to begin being accepted. 

However, once one major firm began accepting these standards 
and using these standards and disclosed that they were in conform- 
ance with AIMR presentation standards, it was amazing how 
quickly other investment management firms fell into line and now 
it has become an integral part of the RFP process when people look 
for managers, whether they are in compliance with the perform- 
ance presentation standards or not. 

So, I would hope that if Wall Street firms that have these con- 
flicts, if they were to adopt the recommendations that we have put 
forward, disclose them prominently and continue to disclose them 
to clients and the investing public, my suspicion is that competitive 
forces would cause most of the other, if not all of the others, to 
adopt them as well. 

Chairman Sarbanes. Why shouldn’t they be required to do it? 

Mr. Bowman. I think they probably should be. We are an organi- 
zation of individual investment professionals. We are not an orga- 
nization of institutions. But, certainly, we are all for anything that 
would restore investor confidence in the markets and in security 
analysts because, like I say, a very small percentage of our mem- 
bership are analysts that have these conflicts. But it is tainting the 
entire profession. 

It has also, as my fellow panelists have indicated, damaged indi- 
vidual investors and their confidence in the markets. And anything 
that could be done to restore the confidence, I am sure that AIMR 
would strongly support. 

Chairman Sarbanes. Any observations on this issue? 

Mr. Silvers. Senator, there has been, I think, a back and forth 
about this that you rightly point out about whether this can be 
dealt with voluntarily or not. The problem fundamentally comes 
down to one word, and that word is transactions. 

It is in the Security Industry Association, which is the Wall 
Street folks that we have been focusing on here, their voluntary 
guidelines say that you cannot tie analyst compensation to a single 
investment banking transaction. But you are still free to tie it to 
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the overall performance of investment banking. That distinction 
that they draw guts their voluntary code. 

The AFL-CIO, we have been involved in this issue more than a 
year now and testified on the House side last summer. We were 
profoundly disappointed to see that when the NASD, with the 
blessing of Chairman Pitt, came forward with their ideas on ana- 
lyst independence, they left that word transactions in there. And 
until somebody, whether it is the Commission or the Congress, 
mandates that you cannot tie analyst compensation to investment 
banking performance, the problems that we have in this area are 
going to continue. 

Chairman Sarbanes. I would like to address the audit commit- 
tees for a minute. 

We had former Chairman of the SEC, Rod Hills, testify in the 
lead-off hearing that we had. He said: 

The audit committees of too many boards are not exercising the authority given 
them or the responsibility expected of them. 

Audit committees should be protecting their auditors. But board members are too 
often chosen by the CEO, who also decides who will sit on the audit committee and 
who will chair it. 

The members seldom ask the auditor if there is a fair or better way to present 
the financial position of the company. They seldom play any significant role in 
choosing the audit firm or in choosing the new partner from the audit firm. And 
they seldom establish themselves, in short, as the party in charge of the audit and 
they do not establish themselves as the party in charge of retaining the auditor. 

Now how important is the role of the audit committee and what 
can we do, if it is important, to strengthen or enhance it? 

Senator Metzenbaum. I would just say that we think the audit 
committee is particularly important. But we are concerned about 
the independence of the audit committee. Too often, the audit com- 
mittee is too intertwined with management and, as you say, chosen 
by management. As a consequence, you get this kind of fealty to 
the management that an audit committee shouldn’t have. An audit 
committee ought to have almost a wall of independence between it 
and the corporate leadership. 

The way it is at the moment, that is not the reality. And perhaps 
some procedure can be developed where audit committees are se- 
lected not just by the corporate executives, but by turning to some 
outside sources for recommendations as to who can serve on the 
audit committee. 

Ms. Teslik. If I can add to that? 

Chairman Sarbanes. Ms. Teslik. 

Ms. Teslik. I alluded in my testimony that I did not read to you 
that the perhaps single first step you should take to increase audi- 
tor independence is to require a listing standard that the audit 
committee of the board hire and fire the auditors. 

After all, it is usually managers rather than auditors who start 
the frauds, and while audit committees may not be as independent 
as we would like, they are a lot more independent than the man- 
agers whose books are being reviewed. And that is a relatively 
easy, relatively costless step to have a listing standard saying the 
audit committee hires the auditors. They report to the auditors. 

It is probably a little bit more complicated to say that at least 
once a year, the audit committee has to meet with the auditors 
without management present. But that matters because so often, 
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boards have independent committees. At every single meeting of 
that committee, management sits in unofficially. 

I think that is a relatively low-cost, relatively easy, and relatively 
legal simple fix. The audit committee hires, the audit committee 
fires. It is in a listing standard. 

In addition, as silly as it sounds, the suggestions you have heard 
elsewhere that the audit committee, as well as the CEO, sign the 
financials, makes a difference. When you sign your tax returns, you 
probably think a little bit. Again, it is very cheap. It takes 2 min- 
utes. But signing the document gives you a completely different 
feel than not signing the document. That can also be done in a list- 
ing standard. 

So, you have two ways, relatively inexpensive, relatively simple, 
with a clear legal route to funnel this, that would help get the 
audit committee involved. 

I suspect Enron’s directors would not have liked to be in the posi- 
tion they are in now. And if Arthur Andersen had come to them 
and said, fraud is occurring on your watch, however much they 
were appointed by management, I suspect they would have said, I 
do not want this to happen. 

You at least increase the change that some boards will do some- 
thing with two easy, relatively inexpensive legal changes. 

Chairman Sarbanes. As you note, the exchanges could require 
that as part of the listing standards. Is that correct? 

Ms. Teslik. It could. But they won’t unless you make them. 

Chairman Sarbanes. That is where I am going now. 

[Laughter.] 

They have not done it. Presumably, the SEC could require it. Is 
that right, under current authorities? 

Ms. Teslik. It could. There is some debate over the SEC’s ability 
to oversee the New York Stock Exchange. This is a most bizarre 
debate. 

Whenever we contact the SEC about something the New York 
Stock Exchange has failed to do, the SEC’s response is, we cannot 
help it. I say, well, do they regulate you or do you regulate them? 
And they say, because of the lawsuit over one share/one vote, the 
Business Roundtable lawsuit, it is not clear to them how well they 
can oversee the New York Stock Exchange. 

I think it is clear. I think they can do it. You certainly can do 
it. The New York Stock Exchange won’t do it on its own. It is paid 
by corporate executives to list their companies on the exchange. 

It will not regulate those executives for our benefit. You can cer- 
tainly mandate it. I think the SEC can. You could further this by 
making clear in your legislation that the impediment raised by the 
Business Roundtable lawsuit is not there. 

Mr. Silvers. Senator. 

Chairman Sarbanes. Yes. 

Mr. Silvers. Sarah’s first suggestion, that the audit committee 
do the hiring and monitoring directly of the auditors, is in a rule- 
making petition that the AFL-CIO submitted to the SEC in De- 
cember, which, again, we have not heard back from them on. 

Chairman Sarbanes. Chairman Breeden, when he was before us, 
raised strong concerns about the practice of corporations making 
large loans to their executives. First of all, do you share that con- 
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cern? Presumably, you do. But what do you think should be done 
about it? The amounts are staggering. 

Ms. Teslik. The amounts are staggering. 

Chairman Sarbanes. In some of these instances, on February 16, 
the Houston Chronicle reported that last year, Ken Lay borrowed 
about $70 million from a line of credit provided by Enron Corpora- 
tion and repaid it with stock, a $15 million loan at Global Crossing. 

On March 13, The New York Tunes reported that the SEC is 
looking into hundreds of millions of dollars of loans WorldCom 
made and arranged for its Chief Executive, Bernard J. Ebbers. 

So what is your view on this issue? 

Ms. Teslik. It is always significant Sherlock Holmes taught you, 
that when there are facts that do not make sense, there are other 
facts you need to know. When CEO’s, the wealthiest people in the 
United States, get loans, not from banks, get loans at all, but get 
loans from companies, you have to ask yourself, what is going on? 

There are a couple of things that are going on that are of concern 
to you. One is that loans are used to cover CEOs’ dumping stock 
before a company crashes. This is what happened in Enron. This 
has happened other places. 

Because our disclosure regulations are written in such a way 
that a CEO can combine the fact that he/she has a loan, the fact 
that he/she has stock options, to use the stock to repay the loan. 
And what it does is it dumps the stock. It gives the CEO cash, but 
our regulations allow disclosure of that transaction to be delayed 
sometimes for more than a year. 

So, we average investors, who watch carefully when CEO’s dump 
stock, do not know for more than a year that the CEO has dumped 
the stock. And that is, I think, the first place that you should focus 
and that is an easy place to focus. 

Chairman Sarbanes. By dumping it back to the company in re- 
payment of his loan. 

Ms. Teslik. In repayment of the loan. So, they walk away with 
the cash. 

Chairman Sarbanes. You would make them report that imme- 
diately, I take it. 

Ms. Teslik. Report that immediately. 

Chairman Sarbanes. Or 24 hours, or whatever it is. 

Ms. Teslik. Right. It is very tricky to get involved with whether 
companies can lend money to their employees. That is messy. It is 
not messy to require instant disclosure to cover these loans, as well 
as stock sales, because it is merely a way to cover up stock sales. 

Senator Metzenbaum. Mr. Chairman. 

Chairman Sarbanes. Yes. 

Senator Metzenbaum. I do not see any corporate purpose in the 
corporation lending money to its executives. And I think that it 
very properly, appropriately, might call for legislation to bar the 
practice. 

I do not see any reason why the chief executive of a company, 
or some lower-level figure, should be able to borrow hundreds of 
thousands or millions of dollars from his or her corporation. I can- 
not see any normal business purpose that would be gained for the 
corporation. And I think it is totally inappropriate — more than in- 
appropriate. I think it should be illegal. 
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Mr. Silvers. Senator. 

Chairman Sarbanes. Yes. 

Mr. Silvers. One point about this. I think Sarah’s explanation 
points out a larger issue here that the loans are one piece of, which 
is that, in the current complex financial markets, it is possible for 
CEO’s to do all kinds of things that are not currently forced to be 
disclosed. 

Loans are one. Hedging their stock is another. There are all sorts 
of ways in which you can get hidden compensation and change the 
nature of the compensation, so that what appears on the surface 
to be a compensation measure that aligns CEO interest with share- 
holders, even if it is excessive and indefensible in its size, may turn 
out, if you understand all the loans or options or other hedging con- 
tracts, derivatives contracts associated with it, to not even provide 
the incentive effect. 

For example, if you buy the stock with a loan, it looks a lot more 
like an option than stock, which is less favorable from a share- 
holder perspective for an executive to hold. If you take a stock and 
hedge it, you can turn it into essentially a Treasury bill, which has 
no shareholder alignment whatsoever. 

Our disclosure regulations are just simply not up to where the 
markets are right now and what they allow CEO’s to do. 

Chairman Sarbanes. Mr. Bowman talked about a lot of issues 
which could involve disclosure. But how much of it can disclosure 
do as opposed to actually mandating standards and prohibit certain 
conduct? 

Mr. Silvers. I think that disclosure only works when people 
have the power to act on it, and act on it effectively. The increased 
disclosure needs to be tied up with some of the measures that we 
have talked about today, such as giving shareholders wider access 
to the proxy, facilitating the economics of running independent 
directors for boards, ensuring that the compensation committee, 
for example, is really independent directors and not people in the 
pocket of the CEO in some fashion. 

Those measures start moving to the point where shareholders 
and other investors have the ability to act on the disclosure. 

I think if you look at the history of executive pay in the 1990’s, 
you will see that, although there has been some incremental im- 
provements in disclosure, the ability of shareholders to really mon- 
itor that pay and the willingness of boards to do their job in that 
area, has not really improved that much. 

Maybe Sarah will add to that. I do not know. 

Senator Metzenbaum. Simply stated, I do not believe disclosure 
adds very much. You learn that the chief officer, principal officer, 
borrowed $2 million. I am a stockholder. What can I do about it? 
I cannot say that there is anything wrong about it. And yet, he 
may not be able to repay it. The fact is there may be no business 
reason to be doing it. 

So, I do not think disclosure solves the problem at all. I think 
there just ought to be a firm bar against it, and the shareholders 
would be much better represented if that were the case. 

Ms. Teslik. I have to say I would follow Damon on this one. The 
loans are a good example. Corporate loans to CEO’s originated 
from corporate moving fees, when they would move an executive 
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from one place to another, which I think is a perfectly legitimate 
thing for a company to do. And it gets very messy when you in 
Congress say, you cannot ever lend money to an employee. 

As much as I agree with the Senator that these CEO loans tend 
to stink, I think it is probably a better solution to let shareholders 
take care of the problem. They are employees, after all, and do as 
Damon said, which is you give us a disclosure and then take off 
a couple of the handcuffs that prevent us from acting, and we will 
take care of the rest. 

If there was any real threat that when a company gave $340 mil- 
lion in loans to its CEO, that the board might not get reelected, 
that loan wouldn’t be made. And I think it is probably a more ap- 
propriate solution for our private sector. You give us the disclosure, 
and then just remove a couple of the things that prevent us from 
acting, and let’s see how that works. 

Chairman Sarbanes. What are some of the things? 

Ms. Teslik. As Damon said, give us some ability, you can tinker 
with the rules, but give us some ability to select directors. 

For example, if 25 percent of the shareholders say to the com- 
pany, we would like you to run someone, that that person gets put 
on the ballot. He doesn’t get elected. He just gets put on the ballot. 
That alone would make a huge difference. 

Chairman Sarbanes. And the others? 

Ms. Teslik. Is that if a shareholder proposal is backed by a large 
percentage of shareholders and passes, it needs to be implemented, 
because right now, we cannot submit a shareholder proposal on a 
loan. That would be considered ordinary business unless there are 
certain circumstances. But if 85 percent of the shareholders at 
WorldCom said that we do not want you to lend the CEO money, 
then they could not lend the CEO money. Right now, they still can. 

Those two things, with disclosure, I think you would see a lot of 
change. 

Chairman Sarbanes. Mr. Bowman, do you want to add any- 
thing? 

Mr. Bowman. Yes. I find it very troubling, and I agree with my 
panelists here, why a chief executive officer or other high-paid indi- 
vidual within a firm would need to borrow money from his or her 
own firm, especially in the amounts that we are talking about. 
That doesn’t seem to pass the smell test to me at all. And as far 
as the inadequacy of disclosing it, I do not think that it ought to 
be occurring anyway. 

Where I was going with disclosure is that there are many other 
ways that executives are paid, for example, stock options, and there 
are other ways that firms can avoid putting what we consider to 
be the expenses on the income statement and shown on the balance 
sheet, that really does mislead investors. 

We believe that requiring disclosure of those kinds of things is 
very helpful, not necessarily a solution in many cases, but very 
helpful because to disclose generally drives behavior. And if man- 
agement knows that they are going to need to disclose the stock 
options that were given or disclose how they deal with special pur- 
pose entities or disclose whatever, their actions could be affected in 
ways that are more positive for investors. 
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But certainly, disclosure — I agree with Senator Metzenbaum — it 
is not necessarily the solution. 

Chairman Sarbanes. Do you think the stock options ought to be 
reflected on the balance sheet as an employee expense? 

Mr. Bowman. Absolutely. We have been advocating that for prob- 
ably 10 years. And we are on record as having pleaded with the 
SEC and the FASB to have options shown as an income statement 
expense. Yet, corporate influence and other outside influences have 
outweighed our recommendations. But we certainly are strongly in 
favor of showing those kinds of things as expenses on the income 
statement. 

Chairman Sarbanes. They are out there beating the drum now 
that it will mean the demise of an important economic sector. It is 
interesting to watch. Did you want to add to that? 

Mr. Silvers. I just have an anecdote for you, Senator. 

The AFL-CIO at one time brought a shareholder proposal to a 
major insurance company with a significant financial services busi- 
ness, and asked that they change their stock options so that the 
CEO would not be compensated based on the generic rise of the 
market, but would only be compensated if his company outper- 
formed his sector. 

In the meeting we had with them, they said to us, we would like 
to do that, but we do not know how to really price these options. 
We do not know what they are worth. We wouldn’t know how to 
do what you are asking us to do. 

This is a company which I know for a fact had a trading floor 
full of hundreds of people who did nothing all day long but price 
options. And I think that, frankly, they try to pull that same non- 
sense here too often. 

Chairman Sarbanes. I think, Howard, you think the SEC should 
do it directly and not have a board over the accounting people. Is 
that correct? 

Senator Metzenbaum. That is correct. 

Chairman Sarbanes. What do the others think about that? 

Mr. Bowman. Senator, I believe that the SEC, if given proper 
funding and resources, and given the independence that it really 
needs, could do an effective job of overseeing the FASB and the ac- 
counting. I do not know enough about the proposals to create an 
independent oversight, but I do know that the SEC has been ham- 
pered by the fact that they haven’t had proper resources. 

Chairman Sarbanes. Some have argued that if we can structure 
the board well enough, it might actually have more independence 
from political influence than the SEC would have. That is an inter- 
esting question. Do people have a view on that? 

Ms. Teslik. I personally, I suppose, am a little bit cynical, hav- 
ing done this job almost 20 years, about the long-term independ- 
ence of any private-sector company with Government authority. 
Obviously, I have had to work with FASB and we have had to work 
with the stock exchanges. And my experience is that these entities 
tend to have the worst of both worlds rather than the best. 

They are not accountable to anyone. We do not elect them. They 
do not disclose anything. Do you know what Dick Grasso makes? 
We know what you make. We do not know what CEO’s make. They 
tend to be funded by parties they are supposed to regulate. Even 
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if it doesn’t start out that way in the beginning, it becomes that 
way. And our ability to either police them, oversee them, or even 
give them input, tends to be less than the Government entities that 
we deal with. 

I am not always happy with the SEC. They have been sitting on 
a lot of things that could have helped Enron. By and large, we get 
better responses, more quickly in the sunshine, with better regula- 
tion from Government bodies. 

I do agree with you, if a private-sector entity is set up in the ac- 
counting area, who appoints the people matters most. 

Chairman Sarbanes. Is it important that they have a guaran- 
teed mandatory source of funding, or does that carry the risk that 
it will make them so removed and so independent, that no one can 
talk to them, so to speak? Do you have a view on that? 

Ms. Teslik. I think the mandatory funding matters. You do have 
the accountability problem. Who can speed up FASB? 

On the one hand, FASB is too dependent on other entities that 
give it money, and so that influences it 

Chairman Sarbanes. They go around with a tin cup begging for 
money. 

Ms. Teslik. Yes, they do. And that is not a good thing. But let’s 
suppose that we now mandate the money and FASB has the 
money. We still have the problem that it is too slow, which is one 
of my problems with private-sector companies with Government 
authority. 

How do you speed up FASB? Obviously, with specific issues, the 
SEC can say, get the darn SPE rule out by the end of the year, 
and they have done that. But that is something you have to deal 
with when you have a private-sector entity with governmental au- 
thority. I think, by and large, mandated funding is better than the 
influence that the absence of funding creates. But then you have 
an accountability problem. 

Chairman Sarbanes. Of course, FASB is subjected to all kinds 
of pressures. I have seen it at work. There is no question about it. 

Ms. Teslik. Yes, more than we have. 

Chairman Sarbanes. So that part of their slow-up is that it may 
not be internal to FASB, but may be external in terms of the pres- 
sures that are being directed at them. 

Mr. Silvers. Senator, there is no question that on a number of 
the issues we are discussing here today, FASB in particular has 
been hamstrung by outside pressures. And the question is 

Chairman Sarbanes. The Public Oversight Board, Bowsher was 
just here on Tuesday. They were going to do these special exams 
and the companies told them, we are not going to give you any 
money. Your budget’s gone if you go and do that. Well, that is a 
pretty powerful weapon to bring you to a halt. 

Mr. Silvers. Sir, I think the problem here is trying to figure out 
how to balance this out because, for example, the SEC is subject 
to similar pressures. 

Chairman Sarbanes. Right. 

Mr. Silvers. As we saw during Arthur Levitt’s efforts on behalf 
of auditor independence. 
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One thing we believe would be important here is to look at the 
extent to which in dealing with the SRO’s and with FASB, the 
Commission itself feels handcuffed to move them along sufficiently. 

I think our view would be, although we are open to discuss it, 
to think about it, because it is not a simple problem, that, in gen- 
eral, a stable, secured source of financing that doesn’t give the ulti- 
mate source of the funds much power — I assume we are talking 
about private-sector sources now. I wouldn’t want to suggest that 
that would be true of this body — is probably the best way to go. 

Senator Metzenbaum. Mr. Chairman, I think one of the things 
that we, the Consumer Federation of America, are concerned about 
is that Congress will look at this problem and has really had any 
number of committees — I think I was told that there are three com- 
mittees conducting hearings on this subject today. 

What concerns us is that after all the hearings, there will be a 
lot of noise and a lot of hearings, but there won’t be any effective 
legislation, tough legislation to correct some of the problems. 

I think that the accounting industry is gearing up for a public 
relations program. And I would just say the sooner the better. 
Tougher will serve the American economy that much better and 
will serve the American people that much better. 

I hope that you, as the Chairman of the Banking Committee, will 
see that there is some movement in this area before all the excite- 
ment dies down and people say, well, they made the indictments, 
they did this and that. We can go back to the way it has been and 
the world won’t come to an end. 

Chairman Sarbanes. Well, I am sure that we can count on the 
Consumer Federation and the others that are at the table to keep 
our eye focused on the important objectives here. 

Mr. Bowman. Senator Sarbanes. 

Chairman Sarbanes. Go ahead. 

Mr. Bowman. I just wanted to comment with regard to the over- 
sight bodies, the SEC and the FASB. 

We agree that there ought to be mandatory funding there. But 
in addition to that, I think, one of the major problems has been, 
is the lack, the dearth of investor input and influence at the FASB. 

I have witnessed over the years that FASB is very, very highly 
influenced by corporate interests, by issuers of financial statements 
rather than users of financial statements, such as investors and 
money managers. And I think that real improvement could be 
made if there was more a mandate for more investor interest 
personnel at the FASB and the SEC, rather than accountants and 
corporate interests. 

Chairman Sarbanes. Well, if the funding source is guaranteed as 
a levy, automatically, and if the appointments to the board are 
made by appropriate public interest people, the combination of 
those two things might provide a dynamic that brings a very im- 
portant change in the operation of a particular body. 

I do not know. That is one of the things we are trying to puzzle 
through right now. But it seems to me that offers some opportunity 
if you go down that path, to get a better system and structure into 
place. 

I think it is clear that the existing structure and system has not 
worked and the challenge, really, is determining what changes can 



1030 


we bring about in it that will significantly diminish the likelihood 
of any of these things occurring again. 

I do not know that you can guarantee that they won’t because, 
as Ms. Teslik kept pointing out, humans are humans as you move 
through. But you have to get a structure that tries to limit and re- 
strain and control that as best we can. 

That is one of the challenges we face and it is one of the reasons 
we have tried to do a very careful and comprehensive set of hear- 
ings, so we establish an appropriate basis on which then to act. 

This panel has been enormously helpful. Is there anything that 
anyone wants to add before we adjourn? 

Mr. Silvers. Senator, if I could just make one comment about 
something you asked about earlier, which is the distinction about 
disclosure and substantive regulation. 

Chairman Sarbanes. Yes. 

Mr. Silvers. I would hope that, as you move forward on the task 
of crafting legislation here, that you consider that, traditionally, 
the securities laws have had a disclosure-only sort of perspective. 
And the pension laws have had a more substantive regulation to 
them. ERISA tends to look more at barring things and that kind 
of thing. 

However, in recent years, the securities laws I think have be- 
come more relevant to the set of retirement issues and retirement 
securities issues that ERISA historically dealt with. And there are 
areas in which the determined bright-line rules and bars on certain 
kinds of conduct that, say, the prohibited transactions rule in 
ERISA has, make more sense in the securities area. 

One example of that is with the conflicts involving analysts and 
investment banking practices. I think another example has to do 
with the auditors and the conflicts there, that there simply is not 
an ability in the system to have mere disclosure regulate effectively 
the conflicts at work in those areas. 

I think it is worth noting that and knowing what is involved 
there and thinking about in those areas in which disclosure works 
and those areas where it really won’t because there is not the 
power to act on it. 

Chairman Sarbanes. That prompts me to ask a question before 
I let the panel go. 

We are getting this argument now that if you — I am a small 
business. I have a small accountant. And we interrelate here and 
we work together. If you separate these things out or put these ad- 
ditional requirements, it is going to become an onerous burden on 
me to carry out my activities. 

Now, first of all, it would seem to me that we would draw a 
sharp line between public companies and nonpublic companies. I 
think most of our discussion has focused and should focus on public 
companies. 

Once you list on an exchange, it seems to me that you are mov- 
ing into a different arena. Then there are obligations that go with 
that because you have a very different investor protection issue. 

Do you all agree with that, that we are essentially focusing in 
the arena of the public companies? 

Mr. Silvers. Absolutely. 

Senator Metzenbaum. Yes. 
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Ms. Teslik. Yes. 

Chairman Sarbanes. What do you say to the argument where 
they say, well, if you establish these requirements in that arena, 
State accounting boards will simply adopt them and apply them to 
everybody, and then we won’t be able to do the sort of business 
that doesn’t raise any of these problems and it needs to be done. 
What is your response to that? 

Ms. Teslik. The State accounting boards are not known for their 
activism. 

[Laughter.] 

I don’t think that is a fear you have to lose a lot of sleep over. 

Mr. Bowman. I think that is a spurious argument. 

Mr. Silvers. You know, Senator, when the securities laws were 
adopted, States had securities regulation. States have corporate 
law. By that argument, one might have feared that the entire body 
of securities regulation would have been imposed on every res- 
taurant and taco stand and newsstand in the country. States are 
more sensible than that. 

Chairman Sarbanes. Okay. Thank you all very much. This has 
been an extremely helpful panel. 

Senator Metzenbaum. Thank you, Mr. Chairman. 

Mr. Silvers. Thank you. 

Mr. Bowman. Thank you. 

Ms. Teslik. Thank you, Mr. Chairman. 

Chairman Sarbanes. The hearing stands adjourned. 

[Whereupon, at 11:59 a.m., the hearing was adjourned.] 

[Prepared statements and response to written questions follow:] 
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PREPARED STATEMENT OF 
SENATOR HOWARD M. METZENBAUM (RET.) 

Chairman, Consumer Federation of America 
March 20, 2002 

Good morning, Mr. Chairman, Senator Gramm, and Members of the Committee. 
My name is Howard M. Metzenbaum and I now serve as Chairman of the Consumer 
Federation of America (CFA). CFA is a nonprofit association of some 300 pro-con- 
sumer organizations, with a combined membership of over 50 million Americans. I 
appreciate your invitation to offer my comments on this very important issue. I am 
especially pleased to appear before my old friend and colleague, Chairman Sarbanes. 

I spent my career in the U.S. Senate working to prevent corporations from run- 
ning roughshod over the rights of consumers and workers. I have to tell you that 
I have never seen a more appalling example of heartless, unfettered corporate greed 
than in the Enron debacle. This company lied to their investors, lied to their em- 
ployees, hid crucial information about their finances and tried to improperly influ- 
ence Government officials. And in criminally indicting Enron’s auditing firm, Arthur 
Andersen, the Department of Justice has said that it believes that Andersen was 
a party to this massive deception. 

How could this energy giant have gone from number seven on the Fortune 500 
to bankruptcy court almost overnight? The answer, of course, is that it did not. The 
problems that ultimately brought Enron down were a long time in the making. They 
were simply hidden from investors’ eyes. That revelation has prompted an even 
more pressing question, since it has broader implications for investors in all pub- 
licly-traded companies: Given all the safeguards in our system designed to ensure 
investors receive full and fair disclosure, how could Enron have succeeded for so 
long in presenting a false picture of financial health? The disturbing answer is that, 
in this case as in others, all the safeguards designed to protect investors failed, and 
failed miserably. 

• The rules that dictate what information companies have to disclose and how they 
have to disclose it failed to produce an accurate picture of Enron’s finances, even 
where the company complied with the rules. 

• The corporate board that is supposed to supervise management failed to ask the 
tough questions, challenge questionable practices, or require more transparent 
disclosure. 

• The auditors, whose job it is to certify that financial disclosures are not only pre- 
pared according to the rules but also present an accurate picture of company 
finances, signed off on financial statements that clearly failed that test. 

• The Securities and Exchange Commission, which also has the responsibility for 
reviewing corporate disclosures, had not reviewed the energy giants complex fi- 
nancial statements since 1997. 

• The credit ratings agencies and securities analysts — outside experts that investors 
rely on to analyze all of the available information and provide an independent 
assessment of the company’s credit- or invest-worthiness — did not provide any ad- 
vance warning of possible trouble. 

In short, the real story out of the Enron disaster, at least for policymakers, is not 
that its corporate managers went to great lengths to hide the company’s indebted- 
ness and artificially inflate its earnings. Our system was designed with just that 
behavior in mind. The real story is that all the safeguards that we rely on to keep 
corporate executives honest failed. Clearly, key parts of the system are broken, and 
it is Congress’s job to fix them. Only a comprehensive package of strong reforms will 
do the job. 

Restore Value and Integrity to the Independent Audit 

The most important thing Congress can do is restore value to the independent 
audit. To accomplish this, it must enhance auditor independence, provide effective 
regulatory oversight of accountants, and restore the threat of private litigation as 
a strong deterrent to wrongdoing. 

Make the “Independent” Audit Truly Independent 
The Independent Audit Has Never Been More Important 
The whole point of requiring public companies to obtain an independent audit is 
to ensure that outside experts have reviewed the company books and determined 
that they not only comply with the letter of accounting rules but also present a fair 
and accurate picture of the company’s finances. Auditors have profited handsomely 
over the years from performing this important public watchdog function. Unless the 
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auditor is free of bias, brings an appropriate level of professional skepticism to the 
task, and feels free to challenge management decisions, however, the audit has no 
more value than if the company were allowed to certify its own books. 

The independent audit is arguably more important today than it has been at any 
time since the requirement was first imposed in the 1930’s. More than half of all 
American households today invest in public companies, either directly or through 
mutual funds. They do so primarily to save for retirement. As a result, their finan- 
cial well-being later in life is dependent on the integrity of our financial markets. 

At the same time, corporations today are under great pressure to keep their stock 
prices on a smooth upward trajectory. As one writer has noted: 

No longer is a higher stock price simply desirable, it is often essential, 
because stocks have become a vital way for companies to run their busi- 
nesses. The growing use of stock to make acquisitions and to guarantee the 
debt of off-the-books partnerships means, as with Enron, that the entire 
partnership edifice can come crashing down with the fall of the underlying 
stock that props up the system. And the growing use of the stock market 
as a place for companies to raise capital means a high stock price can be 
the difference between failure and success. 1 

Corporate managers have a strong incentive to manage their earnings in order 
to present the picture of steadily rising profitability that Wall Street rewards. And, 
as the Enron case clearly illustrates, murky accounting rules that rely on numerous 
subjective judgments make it easier than it should be to construct a false picture 
of financial health. The Enron case also makes it abundantly clear that an auditor 
whose independence is compromised may be all too willing to sign off on financial 
statements that conceal, rather than reveal, the company’s true financial state. 

Finally, Enron’s dramatic collapse, and Arthur Andersen’s obvious complicity, 
have shaken public confidence in the reliability of companies’ financial statements. 
That adds an unhealthy element of uncertainty to financial markets. As the SEC 
noted when it proposed its auditor independence rules in 2000: “Investors are more 
likely to invest, and pricing is more likely to be efficient, the greater the assurance 
that the financial information disclosed by issuers is reliable. Independent auditors 
play a key role in providing that assurance.” 

Many Factors Undermine Auditor Independence 

Because of the central importance of the outside audit in upholding the integrity 
of our system of financial disclosure, the Supreme Court has stated that this “public 
watchdog function demands that the accountant maintain total independence from 
the client at all times.” Unfortunately, accountants have shown virtually no real 
willingness to accept the responsibility for maintaining their independence that goes 
with the privilege of performing audits. 

Since the mid-1990’s, most of the big firms have dramatically increased their sales 
of consulting and other nonaudit services to their audit clients, despite the clear 
conflict of interest that this creates. Today, virtually all big companies receive both 
audit and nonaudit services from their accountants, and they typically pay between 
two and three times as much for the nonaudit services as they do for the audit 
itself. In some cases, the disparity between audit and nonaudit fees is far greater. 
Furthermore, consulting services increasingly drive the profitability of accounting 
firms. If an auditor’s tough questioning of management were to threaten its more 
profitable consulting arrangement, that auditor might expect to face tough ques- 
tioning of his own from higher ups at the firm. 

Other factors also undermine auditor independence. The lack of independence 
starts with the fact that auditors are hired, paid, and fired by the audit client. This 
basic conflict is exacerbated by the general lack of client turnover. Auditors may 
reasonably expect to keep the same client for 20, 30, even 50 years. These long rela- 
tionships make it that much harder for the auditor to challenge management ag- 
gressively, not only because of the friendships that are likely to develop between 
auditors and company management, but also because they risk losing this seemingly 
endless stream of future audit revenues if their tough questioning causes them to 
lose the client. 

Another problem that clearly needs to be addressed is the revolving door that all 
too often exists between auditors and their audit clients. This was true at Enron, 
it was true at Waste Management, and it is a common feature in many failed au- 
dits. A constant flow of personnel from the auditor to the audit client helps to create 


1 “Deciphering the Black Box: Many Accounting Practices, Not Just Enron’s, Are Hard to Pen- 
etrate,” by Steve Liesman, The Wall Street Journal, January 23, 2002, p. C1+. 
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an environment in which external auditors are viewed as just another part of the 
corporate family. Such intimacy is not conducive to true independence. 

Comprehensive Reforms Will Be Needed to Restore Auditor Independence 

The only way to provide complete independence to the outside audit is to take it 
out of the private sector. Representative Kucinich has introduced legislation 
(H.R. 3795) that would create a Federal Bureau of Auditing in the SEC, and CFA 
has endorsed that legislation. But other less radical approaches could significantly 
enhance auditor independence while leaving it in the private sector. Some have sug- 
gested, for example, making the exchanges responsible for hiring accounting firms 
to audit the companies that trade there. The idea behind this approach is that it 
would minimize the company’s financial leverage over the auditor, and that auditors 
would as a result be more likely to perceive themselves as working for investors, 
rather than for the audited company. This is an intriguing suggestion that we be- 
lieve deserves further exploration. 

Another idea that has gained some high-powered and highly credible backers is 
the idea of requiring periodic mandatory rotation of auditors. An audit firm that 
knows it has a limited term of engagement has significantly less to lose by chal- 
lenging management than one that expects to retain the client indefinitely. This ap- 
proach has costs as well, in the form of the learning curve at the start of an audit 
rotation. However, such costs can be minimized by setting a sufficiently long rota- 
tion period of 5 to 7 years. Because such an approach would significantly enhance 
auditor independence, we believe the benefits far outweigh the costs. 

This mandatory rotation of auditors should be combined with a broad ban on pro- 
vision of nonaudit services to audit clients. Certain services could be exempt, on a 
case-by-case basis, if it is shown that these services are closely related to the audit, 
directly enhance the quality of the audit, benefit investors, and create negligible 
conflicts of interest for the audit firm. If any such nonaudit services are permitted, 
they should have to be directly and separately approved by the audit committee of 
the board. Finally, to close the revolving door between audit firms and their audit 
clients, there should be a 2 to 3 year cooling off period after their involvement in 
the audit has ended during which members of the audit team would be prohibited 
from seeking or accepting employment with a former audit client. 

A strong package of reforms along this line would restore real integrity and value 
to the independent audit. That, in turn, should go a long way toward restoring in- 
vestor confidence in the reliability of corporate disclosures. 

Provide Effective Regulatory Oversight of Accountants 

If auditors face numerous pressures to sign off on questionable accounting prac- 
tices, they face relatively little fear of sanctions if they do. Although a variety of 
groups including the SEC, State accountancy boards, and the AICPA all have power 
to discipline auditing firms and their employees for ethical and legal infractions, 
even serious violations typically receive little more than a hand slap. 

The Current “Regulatory” System is Under-Funded, Ineffective, and 
Captive of the Industry 

In theory, the real authority over auditors lies with the SEC. It has the power 
to bar individuals and firms from auditing publicly-traded companies. It also has 
authority to impose potentially substantial fines. In reality, however, the agency 
does not routinely review how auditors perform their audits, and instead delegates 
that responsibility to the AICPA and its Public Oversight Board. Furthermore, ac- 
cording to past agency officials, the SEC only has the resources to tackle the very 
worst cases of alleged accounting abuse, and it typically settles even those cases 
without an admission of wrongdoing. It took no action, for example, against a former 
Arthur Andersen managing partner whom the SEC said had allowed persistent 
misstatements on Waste Management’s financial reports to go uncorrected. 2 Simi- 
larly, a PricewaterhouseCoopers’ partner ordered by the SEC in 1999 to cease and 
desist violating securities laws did not even lose his position as lead partner on the 
audit in question. 3 

The AICPA sets audit standards, oversees through its affiliated Public Oversight 
Board a peer review system to determine compliance with those standards, and has 
disciplinary authority over its members for violations. According to former SEC 
Chief Accountant Lynn Turner, however, the audit standards adopted by AICPA are 
“so general that, as a practical matter, it is difficult to hold anyone accountable for 


2 Ibid. 

3 Ibid. 
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not following them.” 4 The POB, 5 which is responsible for overseeing the industry’s 
peer review system and other ethics investigations, is notable for having never sanc- 
tioned a major accounting firm in its 25 years of existence, even when peer reviews 
have uncovered serious shortcomings in a firm’s audit procedures. 6 Furthermore, 
the POB cannot act against a firm without the AICPA’s cooperation. In one case 
where, at the SEC’s prompting, the POB did attempt to investigate possible stock- 
ownership violations at the major firms, the AICPA refused funding for and coopera- 
tion with the investigation, which as a result went nowhere. 7 

Even if they had the will to act, the AICPA and POB are also hampered by a 
severe lack of investigative authority. They cannot subpoena evidence, for example, 
and as a result are forced to rely on the public record in building a case. If the SEC 
settles a case confidentially, with neither a public ruling nor an admission of guilt, 
there is no public record the AICPA or POB can rely on in bringing its own enforce- 
ment actions. Where the AICPA does act, its maximum sanction is expulsion from 
the organization, which can have serious consequences, but does not prevent the in- 
dividual from continuing to practice. 

In reality, however, AICPA has shown itself to be a reluctant regulator. According 
to a Washington Post investigation, the AICPA took disciplinary action in fewer 
than a fifth of the cases in which the SEC imposed sanctions over the past decade. 
Even when AICPA determined that SEC-sanctioned accountants had committed vio- 
lations, they closed the vast majority of ethics cases without disciplinary action or 
public disclosure. 8 The disciplinary action AICPA was most likely to take, according 
to the Post investigation, was issuing a confidential letter directing the offender to 
undergo additional training. Ethics committee member Dave Cotton has reported 
seeing “ethical lapses that resulted in millions of dollars of losses get punished with 
as little as 16 hours of continuing education.” 9 

A Complete Overhaul of the System is Needed 

Some policymakers, including SEC Chairman Harvey Pitt and several Members 
of Congress, have recommended creation of an independent regulatory organization 
for accountants. Others have argued that the SEC should be given enhanced respon- 
sibilities in this area. Regardless of which approach is adopted, it is clear that im- 
proved oversight is needed. The following are some principles that must be incor- 
porated in any such plan. 

A. It Must Be Independent of the Accounting Industry 

As one former SEC official observed to Business Week , “The accounting profession 
is very creative at taking over every group that has ever tried to rein it in.” 10 For 
a self-regulatory organization to have any credibility, therefore, its independence 
must be unassailable. At a minimum, a super majority of board members must have 
no ties whatsoever to the accounting industry, and they must be subject to conflict 
of interest rules that prohibit ties to the industry for a significant period after they 
leave the board. Just as important, funding for the organization must be totally free 
from threat by industry members. The AICPA and the Big 5 firms have shown their 
willingness to use strong arm tactics to head off potentially embarrassing investiga- 
tions in the past. They must have no such hold over any SRO that is created to 
provide enhanced oversight in the wake of the Enron-Andersen disaster. 

Because of the tendency of self-regulatory organizations to identify with the 
industries they regulate, rather than the public, CFA has generally favored direct 
Government oversight over the SRO approach. In this case, that would take the 
form of direct SEC regulatory oversight of accountants. However, such an approach 
does not offer a perfect solution. The accounting industry has shown itself to be 
more than capable of influencing SEC actions, the most recent example being the 
industry’s ability to force the agency to back off the toughest components of its pro- 
posed auditor independence rules by lining up Members of Congress to intervene. 


4 “After Enron, New Doubts About Auditors,” by David Hilzenrath, The Washington Post , De- 
cember 5, 2001, p. A01. 

5 The POB recently voted itself out of existence in protest over SEC Chairman Harvey Pitt’s 
proposal to create a new self-regulatory body for the accounting industry. 

6 “Peer Pressure: SEC Saw Accounting Flaw,” by Jonathan Weil and Scot J. Paltrow, The Wall 
Street Journal, January 25, 2002, p. Cl. 

7 The case is described both in a May 12, 2000 letter from Rep. John Dingell (D-MI) to the 
SEC Chairman Arthur Levitt and in a May 22, 2000 Business Week editorial, “Why the Auditors 
Need Auditing.” 

8 Ibid. 

9 “CPA’s (and I am One) Can Reverse Their Losses,” by Dave Cotton, The Washington Post, 
January 27, 2002, Op Ed. 

10 “Accounting in Crisis,” by Nanette Byrnes with Mike McNamee, Diane Brady, Louis 
Lavelle, Christopher Palmeri, and bureau reports, Business Week, January 28, 2002, pp. 44-48. 
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B. It Must Be Adequately Funded 

Whether the SEC or an SRO assumes responsibility for rulemaking, inspections, 
investigations, and disciplinary actions against auditors, the effort must be gener- 
ously funded. Because the SEC’s budget has for two decades failed to keep pace with 
the growth in its workload, the SEC today is severely under-funded. By passing 
SEC fee-reduction legislation last year without first raising the agency’s budget to 
an appropriate level, Congress increased the likelihood that the agency will continue 
to be hampered by a shortage of funds in the future. The President’s proposed fiscal 
year 2003 budget for the agency includes no significant increase in funding, not 
even enough to fund the pay parity provisions enacted last year. This raises serious 
concerns about the willingness of Congress and the Administration to adequately 
fund enhanced SEC oversight of auditors without robbing other high priority agency 
activities. One of the most favorable aspects of a proposal to create an independent 
regulatory body (provided it is unassailably independent) is that it offers the op- 
portunity to ensure both adequate funding and the higher pay scales that make it 
easier to attract top investigation and enforcement staff. 

C. It Must Have Rulemaking Authority 

Chairman Pitt’s SRO proposal appears to anticipate leaving authority for devel- 
oping auditing standards with the AICPA. This is unacceptable. Rules on how to 
conduct audits clearly need to be strengthened and clarified. That is the job of an 
independent regulator, not an industry trade association. Either the SEC or an SRO 
operating under SEC supervision must be given authority to set both auditing and 
quality control standards. The AICPA, as a trade association, should have no Gov- 
ernment recognized role in the regulatory process. 

D. It Must Have Strong Investigative and Enforcement Authority 

If oversight of accountants is delegated to an SRO, that SRO must have the abil- 
ity to conduct routine, thorough inspections of audit firms to determine their compli- 
ance with auditing standards. It also must have extensive powers to conduct timely 
investigations of suspected abuses, including the power to subpoena witnesses and 
records from both auditors and the public companies they audit. And it must have 
the ability to impose meaningful penalties for violations. 

It has also been suggested that, in cases where companies are forced to restate 
their earnings, a team of forensic accountants be dispatched immediately to inves- 
tigate. 11 At the end of their investigation, they would issue a public report on what 
went wrong and what is being done to correct the problem. Possible recommenda- 
tions might include revisions to accounting rules, revisions to auditing standards, 
changes in audit practices at the firm under investigation, etc. The SRO would then 
have authority to ensure that those changes were made. We believe this offers a 
good model for appropriate corrective action where problems are exposed either at 
a particular firm or in the system more generally. 

Reform Private Litigation Laws to Provide a Real Deterrent 
to Wrongdoing 

Private litigation has long been viewed as an important supplement to regulation, 
since the threat of having to pay significant financial damages provides an incentive 
to comply with even poorly enforced laws. In 1995, however, Congress passed the 
Private Securities Litigation Reform Act, which significantly reduced auditors’ liabil- 
ity in cases of securities fraud. 12 It did so, both by making it more difficult to bring 
a case against accountants and by reducing their financial exposure where they are 
found to have contributed to fraud. 

It is not enough, in a securities fraud lawsuit, to show that an auditor made a 
materially false statement. You must also show that the auditor acted with an in- 
tent to defraud or a reckless disregard for the truth or accuracy of the statement. 
PSLRA set pleading standards with regard to state of mind that create a Catch 22 
for plaintiffs’ attorneys. They must present detailed facts showing the defendant 
acted with requisite state of mind, and they must do this before they gain access 
through discovery to the documents they need to establish state of mind. If plaintiffs 
cannot meet the pleading standards, the case is dismissed. 

In addition to making it more difficult for securities fraud victims to bring private 
lawsuits against accountants, PSLRA reduced accountants’ liability when they are 
found to have contributed to fraud. The primary way it accomplished this was by 


11 “Auditors Face Scant Discipline, Review Process Lacks Resources, Coordination, Will,” by 
David S. Hilzenrath, The Washington Post, December 6, 2001, p. A01. 

12 PSLRA also all but guaranteed that Enron’s victims will receive mere pennies on the dollar 
in any recovery. 
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replacing joint and several liability with a system of proportionate liability. Thus, 
accountants who are found to have contributed to securities fraud no longer have 
to fear being forced to pay the full amount of any damages awarded should the pri- 
mary perpetrator be bankrupt. Under proportionate liability, the culpable account- 
ant cannot be forced to pay more than their proportionate share of damages. As a 
result, according to noted securities law expert Professor John C. Coffee, Jr., ac- 
countants will rarely be forced to may more than 25 percent of the losses. 13 

PSLRA was also notable for what it did not do. It failed to extend the Federal 
law’s very short statute of limitations for securities fraud of no more than 3 years 
from the time of the wrongdoing. This rewards those who are able to cover up their 
fraud for the relatively short period of 3 years and guarantees, for example, that 
some claims against Enron and Andersen will be time-barred. PSLRA also failed to 
restore aiding and abetting liability under securities fraud laws, which the Supreme 
Court’s 1994 Central Bank of Denver decision eliminated as a potential cause of ac- 
tion. Thus, accountants can only be sued as primary perpetrators of securities fraud, 
not for their role in aiding and abetting that fraud. 

The result is that the threat of private lawsuits now poses a diminished deterrent 
to accounting fraud. Restoring reasonable liability for culpable accountants should 
be part of any overall reform plan. This should include provisions: To enable plain- 
tiffs to gain access to documents through discovery before having to meet the height- 
ened pleading standards regarding state of mind; to restore joint and several liabil- 
ity where the defendant recklessly violated securities laws and the primary wrong- 
doer is bankrupt; to restore aiding and abetting liability for those who contribute 
to fraud but are not the primary culprit; and to extend the statute of limitations 
for securities fraud lawsuits. 

The Independent Audit Must Be Backed Up By An Aggressive, 

Fully Funded SEC 

In the wake of Enron’s collapse, many have asked, “where was the SEC?” Given 
the SEC’s responsibility for reviewing public company’s financial disclosures, why 
had the agency not detected the company’s problematic accounting earlier? One 
answer is that the SEC had not reviewed Enron’s financial disclosures since 1997. 
The reason is that the agency is so understaffed it is only able to review a small 
percentage of filings each year. 

This Committee recently heard testimony from the head of the General Account- 
ing Office on the devastating effect that under-funding is having on the SEC’s abil- 
ity to perform its assigned tasks. The recent GAO report that formed the basis for 
that testimony looks at the growth in workload at the agency since the start of the 
1990’s, and documents the degree to which funding has failed to keep pace. It tells 
only half the story. The real damage to SEC funding occurred before the period 
covered by the report, in the 1980’s, when staffing stayed virtually flat while the 
industry experienced dramatic growth. 

In 1980, for example, there were just over 8,000 publicly-traded companies filing 
annual reports, according to a report commissioned in 1988 by the Securities Sub- 
committee of this Committee, 14 and there were 710 new registration statements 
filed. Excluding the staff for electronic filing and information services, 420 staff 
years were devoted to disclosure matters. As a result, the agency was able to review 
all transactional filings. 

In 2000, the number of staff years devoted to full disclosure (again excluding the 
staff for electronic filing and information services), had dropped to 356, according 
to the SEC’s analysis of the President’s proposed fiscal year 2002 budget. As a result 
of diminished staffing, dramatic growth in the number of publicly-traded companies, 
and increased workload associated with review of initial offerings, “the percentage 
of all corporate filings that received a full review, a full financial review, or were 
just monitored for specific disclosure items” decreased to about 8 percent in 2000, 
according to the GAO report. Because of a dramatic drop-off in the number of IPO’s 
in 2001, the SEC was able to complete “full or full financial reviews of about 16 
percent, or 2,280 of 14,060 annual reports filed” last year, the GAO report found. 

Among the financial statements that was passed over for review because of this 
staffing shortfall were the financial statements for Enron from 1998, 1999, and 


13 “The Enron Debacle and Gatekeeper Liability: Why Would the Gatekeepers Remain Silent?” 
Professor John C. Coffee, Jr., Adolf Berle Professor of Law, Columbia University Law School, 
testimony before the Senate Committee on Commerce, Science and Transportation, December 
18, 2001. 

14 Self -Funding Study, prepared by the Office of the Executive Director of the U.S. Securities 
and Exchange Committee, submitted in partial response to the request of the Securities Sub- 
committee of the Senate Committee on Banking, Housing, and Urban Affairs (S. Rpt. 100—105), 
December 20, 1988. 
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2000. Although it is impossible to know whether more regular, more thorough re- 
views would have nipped the accounting problems at Enron in the bud, it is reason- 
able to think they might have. Certainly, it is irresponsible to so grossly under-fund 
the Federal regulators that they cannot hope to fulfill the important responsibilities 
assigned to them. 

Last year, Congress had a historic opportunity to fix this problem. A decision was 
made not to use SEC-generated fees to fund other areas of the Government. As a 
result, the agency no longer had to compete with other Federal priorities in justi- 
fying its budget. Instead of taking that opportunity to dramatically boost agency 
funding, Congress approved a budget that required additional staffing cuts and 
passed legislation to reduce agency imposed fees to reflect that inadequate budget. 
The Members of this Committee fought to provide a funding boost, but those efforts 
were ultimately unsuccessful. 

The collapse of Enron has focused new attention on the issue of SEC funding. Be- 
cause of Enron, most of that attention is focused on staffing issues related to full 
disclosure and enforcement. These are important priorities that certainly need a 
funding boost, but similar trends have affected all areas of SEC responsibility. 
Think of what has happened in that time in the area of mutual funds or financial 
planning since the beginning of the 1980’s. Think of how many more households are 
now participants in the markets and thus vulnerable to wrongdoing. The GAO re- 
port commissioned by this Committee has helped to make the case for across-the- 
board significant funding increases for the SEC. That case is even more powerful 
when the numbers from the 1980’s are taken into account. The Members of this 
Committee must make a priority of undoing the damage of last year’s fee reduction 
legislation and providing a budget for the SEC that is commensurate with its re- 
sponsibilities. 

Study Credit Ratings Agencies to Determine Why They Failed to 
Provide an Earlier Warning of Problems 

Another troubling aspect of the Enron collapse is the failure of credit rating agen- 
cies to provide an early warning of trouble. In fact, both Moody’s and Standard & 
Poor’s still had Enron at investment grade until just 5 days before it filed for bank- 
ruptcy. According to a Bloomberg News account, Moody’s had decided to downgrade 
Enron to junk in early November, but backed down in response to lobbying from 
Dynegy, which was then negotiating a takeover of Enron, and its bankers. 15 Al- 
though this raises serious questions about the objectivity of the ratings, it is unclear 
that an earlier downgrade would have changed things for investors. A credit rating 
is not just an isolated measure of a company’s financial health. A downgrade may 
not just reflect the company’s worsening financial status, it can trigger further 
financial woes, as it did for Enron. 

We strongly encourage this Committee to conduct a further study of this issue to 
assess whether the operations of credit ratings agencies are adequate to ensure 
accurate ratings and, if not, what should be done to enhance the quality of ratings. 
That study should examine the extent to which recently announced changes by the 
ratings agencies are likely to provide the desired improvement. It should also exam- 
ine whether lack of competition in the industry is contributing to the problem. We 
expect that a thorough review will identify areas in need of additional reform. 

Study Measures to Address Securities Analyst Conflicts of Interest to 
Determine Whether Additional Protections are Needed 

Credit ratings agencies were not alone in missing the warning signs. In early No- 
vember, after the SEC had already announced it was looking into Enron’s partner- 
ship transactions, ten of fifteen analysts who followed Enron still rated it as a “buy” 
or “strong buy.” One reason, as the analysts are quick to point out, is that they were 
not getting good information from Enron’s financial statements. Another is that 
Enron was apparently actively and intentionally misleading analysts about activity 
on its trading floor, for example. 

However, this offers only a limited explanation. Red flags were there for those 
who were looking. And many now looking back — albeit with the benefit of 20-20 
hindsight — have been able to point out obvious danger signs. These included wide 
discrepancies between the company’s reported earnings and its retained earnings, 
negative cashflow of $2.56 billion in 2000 once proceeds from asset sales and other 
one-time activities not part of its core business were deducted, and actual revenues 
on energy trading that were a mere fraction of those that accounting rules let the 


15 “Moody’s Enron Rating Shows Lack of Independence,” Mark Gilbert, Bloomberg News, 
November 15, 2001. 
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company claim . 16 Surely it is analysts’ job to look for just such clues and to probe 
deeper than the surface of company disclosures. 

Another reason analysts may have missed these signs is that they simply weren’t 
looking. After all, negative reports do not attract investment banking business, and 
Enron was clearly seen as a huge potential source of such deals. Since investment 
banking business is far more profitable than the retail sales business for large Wall 
Street firms, it is hardly surprising that those firms use their research arms to sup- 
port their investment banking business. In the process, their research has become 
so compromised by conflicts of interest that it has no real credibility. 

Recently, new rules have been proposed to address analyst conflicts of interest. 
They do so by attempting to limit the investment banking department’s influence 
over research, limit analysts’ investments in pre-IPO shares of companies in the 
industry they cover, limiting their purchase or sale of securities during a window 
of time around the release of a new research report, and prohibiting trades against 
their own recommendations, and requiring better disclosure of conflicts. We view 
this as a very positive step in the right direction, and will be commenting on the 
rules as they move through the approval process. However, we believe more should 
be done in several areas, including banning compensation for analysts that is tied 
in any way to investment banking profits, improving the clarity and relevance of 
required disclosures, and extending disclosure to recommendations by sales rep- 
resentatives to retail clients based on the company’s research. We encourage this 
Committee to further study this issue to determine whether additional steps to en- 
hance analyst independence may be necessary. 

Protect FASB’s Independence 

In the wake of Enron’s collapse, Arthur Andersen has tried to blame inadequate 
accounting rules — rather than its own poor performance as auditor — for Enron’s 
less-than-transparent financial disclosures. This ignores the fact that Enron’s finan- 
cial statements have been shown to contain several violations of existing rules . 17 It 
also ignores Andersen’s responsibility as auditor to ensure not just that Enron’s dis- 
closures complied with the letter of existing rules, but also that they presented an 
accurate picture of Enron’s overall financial status. However, this is not an either- 
or proposition. It is, in fact, the case that Andersen failed in its responsibility as 
auditor and existing accounting rules are inadequate. 

One reason is the inability of the Financial Accounting Standards Board to 
produce strong rules in a timely fashion when faced with entrenched opposition 
from large corporations and accounting firms. It is difficult to criticize FASB for 
moving too slowly on improved accounting rules governing special purpose entities, 
for example, when their past efforts to pass similarly controversial rules — regarding 
pooling of interest accounting for mergers, derivatives disclosures, and accounting 
for stock options — have met strong resistance, not just from business, but also from 
Members of Congress. 

Something needs to be done to enhance FASB’s independence. This is a difficult 
issue to tackle, since FASB is a private entity not subject to Government oversight. 
We applaud Senators Dodd and Corzine for tackling this issue in their recently 
introduced legislation. We believe the approach they have outlined — by giving the 
SEC greater say in FASB’s agenda and by guaranteeing an independent funding 
source for FASB — offers the possibility of real progress. In addition, certain Mem- 
bers of Congress must recognize that they have played a key role in undermining 
FASB’s independence in the past and should refrain from interfering inappropri- 
ately in the future. 

Improve Corporate Governance Standards 

Enron’s independent board members, and particularly the board audit committee, 
have come in for considerable criticism for authorizing some of the company’s more 
controversial partnership deals and for failing to ensure clear, accurate financial 
disclosures. While it may be unrealistic to suppose that board audit committees will 
ever be equipped to closely scrutinize and challenge the outside auditor’s work, steps 
can and should be taken to enhance the independence and expertise of independent 
board members. This Committee could play a valuable role by examining what addi- 
tional steps are needed to improve corporate governance practices. 


16 “How 287 Turned Into 7: Lessons in Fuzzy Math,” by Gretchen Morgenson, The New York 
Times , January 20, 2002, Section 3, page 1. 

17 In his January 24, 2002 testimony before the Senate Committee on Governmental Affairs, 
former SEC Chief Accountant Lynn Turner outlined four areas of noncompliance with existing 
rules. 
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As a first step, exchanges must be pressed to adopt tough standards for deter- 
mining the independence of board members and to require that a majority of board 
members for listed companies meet these standards. 18 A starting point should be 
the 1999 recommendations of an SEC-appointed blue ribbon commission. Among 
other things, that commission recommended that all audit committee members be 
financially sophisticated independent board members, and that at least one member 
have expertise in accounting or financial management. 19 Unfortunately, those 
standards have never been fully embraced by the major exchanges. Under its listing 
rules, for example, the New York Stock Exchange permits directors on the company 
payroll to serve on the audit committee, along with former employees and their fam- 
ilies after a 3 year cooling off period, and board members with significant business 
relationships with the company, if the board determines those ties won’t interfere 
with the board member’s judgment. 20 If the exchanges fail to act voluntarily to 
improve board member independence standards, Congress and the SEC should call 
them to account. 

Conclusion 

The collapse of Enron has provided a clarion call for reform. It has exposed gaping 
holes in the investor protections we rely on to keep corporate managers honest. 
Enron is not unique. These same shortcomings apply to all publicly-traded compa- 
nies. We are fortunate that so many company managers have remained committed 
to providing clear, accurate disclosures to investors. But we cannot rely exclusively 
on their integrity. We need a system that works even when company managers are 
greedy and overly aggressive. Congress can repair the gaps in the current system. 
It is of paramount importance that you do so. 


PREPARED STATEMENT OF SARAH TESLIK 

Executive Director, Council of Institutional Investors 

March 20, 2002 

We are all Enron exhausted, so I will start with the bottom line. 

Accountants sign off on financials that trick investors because we let them. CEO’s 
pay themselves hundreds of millions of dollars, even when they bankrupt their com- 
panies, because we let them. Boards look the other way because we let them. 

There are almost no consequences for individuals who commit corporate crimes. 
There are almost no consequences for board members, CEO’s, auditors, analysts, 
rating agencies, and Government employees who fail to do their jobs. Even honest 
people start behaving badly when there are no consequences. Especially when the re- 
ward is hundreds of millions of dollars. 

This is not an Enron issue. Enron is already old news — questions about Global 
Crossing, PNC, WorldCom, and A.C.L.N. all post-date it. 

People will behave badly to get great wealth if the stock exchanges do not stop 
them. If the SEC doesn’t deter them. If the FASB and the AICPA enable them. If 
prosecutors rarely go after them. And if you legislate loopholes. 

The causes of this problem are not recent. Frauds are bigger and more frequent 
because the laws that were passed 65 years ago to protect shareholders have been 
steadily worn down by special interests. Indeed, our laws now protect executives, 
accountants, and financial wheeler/dealers at the shareholders’ expense instead of 
the other way around. We are reaping the harvest of this multi-decade legal hijack- 
ing now. 

Great civilizations in history crumble when special interests take control of Gov- 
ernment machinery and use it for their benefit. I am well aware that these special 
interests are applying heavy pressure to each of you right now. If history is any 
guide, you will give in. I am begging you not to. The fact that we have had a good 
run of it the past 200 years doesn’t mean we will in the future unless you reverse 
this erosion of average Americans’ protections. 

What most urgently has to be done? Let’s start with the auditors. 


18 In his January 24, 2002 testimony before the Committee on Governmental Affairs of the 
U.S. Senate, former SEC Chairman Arthur Levitt said independent board members should be 
precluded from receiving consulting fees, using corporate aircraft without reimbursement, 
accepting support of director-connected philanthropies, “or other seductions.” 

19 “Accounting in Crisis,” by Nanette Byrnes with Mike McNamee, Diane Brady, Louis Lavell, 
Christopher Palmeri, and bureau reports, Business Week, January 28, 2002, pp. 44-48. 

20 Ibid. 
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Right now we allow managers to pick and pay people to bless their work. If fifth 
graders picked their teachers, fifth graders would get A’s. People invariably act in 
their self-interest. 

Not only that. We allow auditors and managers to write accounting and auditing 
standards. If fifth graders wrote grading standards, all fifth graders would pass. 
People invariably act in their self-interest. So who can be surprised that we have 
loophole-ridden, outdated standards that permit amazing things — what is permis- 
sible under current standards is more amazing than what is not. 

Not only that. We allow auditors to fund and run their own professional oversight. 
You all know better than that. No profession self-polices effectively. People invari- 
ably act in their self interest. 

What should you pass? Legislation that aligns auditors’ interests with share- 
holders’ and that stops aligning auditors’ interests with the managers whose num- 
bers they review. Unless it is in auditors’ financial interest to protect shareholders, 
it won’t happen reliably enough. You also need legislation that keeps oversight and 
enforcement power free of undue influence by auditors and issuers. Specifically: 

One: Require the board audit committee, not the managers, to hire the auditors. 
This is critical. Two: Fix the FASB’s and the AICPA’s accounting and audit stand- 
ard setting systems with guaranteed funding and better accountability to inves- 
tors — current accounting principles gave Enron crater-size loopholes. In other words 
fix the system for setting accounting and auditing standards, not just a couple of 
the worst products of the current systems. Three: Require CEO’s, audit committee 
members and outside auditors to sign the financials as true and accurate — just like 
you and I sign our tax returns. (You think twice, don’t you, when you sign?) Four: 
Remove nontrivial conflicts of interest — conflicts affect behavior. And five: Come 
down hard on individuals — not just companies — who break the law. If you merely 
fine audit companies for fraud, you simply increase a company’s cost of doing busi- 
ness. Andersen settled case after case, wrote checks and moved on. 

Relying on peoples’ honor or professionalism will not work. Chinese walls never 
work. Independent bodies do not remain independent long. Unless you harness self- 
interest as the legislative motivator, you will keep getting misleading financials. 

But auditors are only partly to blame for this mess. If your legislation focuses 
mostly on audit reform, it will be ineffective. 

It is not the auditor’s job to oversee the company. It is not the auditor’s job to 
detect fraud, absent certain red flags. It is not the auditor’s job to prevent self-deal- 
ing or make business decisions. It is not the auditor’s job to set the tone at the top 
and say it is wrong to lend a rich CEO §341 million. It is not the auditor’s job to 
create secure jobs and shareholder value. These are jobs for managers and boards. 

Why have so many boards allowed terrible things to happen? Let me ask you this: 
If your staffers had absolute power to remove you from office, would you discipline 
them if they were stealing? Our system allows executives to pick the boards who 
are supposed to police them. So, although boards are supposed to represent share- 
holders, they do not. You participate in real elections so you care about your con- 
stituency. We shareholders should be so lucky. 

Fixing this fundamental misalignment is more important to fraud prevention than 
auditor independence because a board’s responsibilities are more critical to a com- 
pany’s health. Yet current laws, rather than helping shareholders keep companies 
accountable, do the opposite. I will give you a few examples. 

• If a shareholder buys a mere 5 percent of a company’s stock, he/she has to file 
forms as if the Government is tracking a pedophile rather than an owner. The 
only way a shareholder can avoid this is to file a form promising to be passive. 
I am not making this up. So, shareholders without expensive form-filing lawyers 
have to promise to remain inert. Large pension funds that might otherwise be will- 
ing to pressure a troubled company, and who do not seek control, remain inert 
rather than filing burdensome forms that bring litigation risks with them. These 
requirements should be reworked. 

• The Government tells us what issues we can and cannot bring up with our own 
employees — company executives. The SEC decides what issues shareholders can 
raise for a shareholder vote. Have any of you read these rules ? They take almost 
every issue a shareholder ought to want to raise off the table: 

— We cannot ask about anything that is “ordinary business” — which covers almost 
everything we should care about. 

— We cannot ask about anything that is extraordinary business either if an issue 
affects only a small part of the company. 

— We cannot ask about the thing we should most want to ask about — the election 
of the company’s actual board. I am still not kidding. 
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Many of the problems at Enron would be off limits for shareholders to raise 
under current rules. Worse, the SEC is free to, and often does, change its inter- 
pretations of these rules, without warning or recourse, so we do not know from 
1 year to the next what we can ask. 

• When the SEC does allow a shareholder to raise an issue for a vote, it requires 
the shareholder to send someone to the annual meeting, even though few compa- 
nies require their own directors to attend and most shareholders vote by proxy 
and not in person. If the shareholder’s representative is not there, the company 
can cancel the vote. So if you are disabled, have a job, are not rich or cannot 
travel, forget it. 

• As if this is not enough, companies can, and do, move their annual meetings to 
hard-to-reach places, even foreign countries, so shareholders cannot get there. An- 
nual meetings of major United States companies have been held in Russia — or in 
towns without airports in Alabama on Friday afternoons before holidays. I am not 
kidding. 

• Managers can call off a shareholder vote on election day if they see they are los- 
ing. (Though a Council member sued a company over this recently and more or 
less won.) Can you imagine if a U.S. Senator could do this — people would howl. 

• If a shareholder wins a majority of votes cast for its proposal, companies can, with 
few exceptions, ignore the vote. Most do. Some companies ignore the majority 
shareholder votes even when an issue passes year after year. This makes the 
shareholder franchise a joke. 

• Shareholders used to get to vote once a year on directors. But this year AT&T 
and Comcast have agreed to bar shareholders from voting again on the board of 
the new company until 2005. 

• Some shareholder ballot items are rigged. The New York Stock Exchange allows 
brokers to stuff ballot boxes and vote for management when shareholders with 
broker accounts do not vote. Most shareholders do not know this. Studies show 
this throws important votes. The SEC and NYSE ignore our pleas to fix this. 

On this subject, I would caution you not to put the New York Stock Exchange 
in charge of any investor protections. The NYSE is a private sector corporation. It 
gets money from corporate executives — listing fees. Never expect private-sector bod- 
ies to act against those who fund them — they won’t do it. Not surprisingly, the 
NYSE has, in my opinion, consistently used its Government powers to harm inves- 
tors and protect managers, not the other way round. In my opinion, anyone who 
assigns investor protections to the NYSE doesn’t want to protect investors. 
Democracies were designed to avoid precisely the problems we see over and over in 
this guild-like, Government-protected, reportedly highly profitable franchise. 

So if you do want to make a real difference, what legislation do you pass? 

We need better and immediate information about companies’ executive compen- 
sation practices and directors’ and CEOs’ buying, selling, borrowing, and hedging 
activities. And we need better ways to control this compensation — votes on all stock 
option plans and an ability to put up board candidates if existing boards are giving 
away the shop. Fraudulently calculated pay needs to be returned. 

Why is all this so important? Because if we cannot control our employees’ com- 
pensation, even honest people will gradually pay themselves more and more. It is 
happening all over. Power corrupts. In extreme cases companies become Ponzi 
schemes. Executives siphon money out in mega option grants and companies crash. 

There is a reason that nearly a quarter of major-company CEO’s get their compa- 
nies to give them huge loans — loans as high as a third of a billion dollars to one 
person. There is a reason these loans are often forgiven, subsidized, and/or used to 
hide CEO stock dumping. When shareholders’ hands are tied behind their backs and 
key information stays secret, or stays secret until it is useless, executives get more 
and more generous with themselves. They do it because they can. 

If you curb executive compensation abuse, frauds become less profitable to 
fraudsters. Money is the main motivator. Focus on it. 

Neither the SEC nor the NYSE has used the powers they already have to address 
this problem adequately; if it doesn’t come from you, it won’t happen. 

What else? Senator Nelson’s bill gets at many of the issues I have raised today. 
It requires that companies disclose directors’ conflicts better — something we asked 
the SEC to do years ago but which just sits over there. In fraud after fraud we 
discover undisclosed director conflicts. There is no excuse for hiding this critical 
information. Nelson’s bill also gets at board independence effectively because it uses 
a real-world definition of independence, not a weak definition, like those used by 
the NYSE and some companies. 

At our meeting next week Council members will be discussing legislative language 
that would make it easier for shareholders to put director candidates on the com- 
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pany’s proxy and get issues on company ballots. Why do you let companies ignore 
our majority votes? Why does the NYSE throw shareholder votes by letting brokers, 
who are not shareholders, vote? Shareholders will keep markets clean, at no Gov- 
ernment expense, if only you would let us by removing our handcuffs. 

Corporate governance should be at the heart of this debate, not at the periphery. 
Structures to stop frauds in the first place, rather than efforts to catch them when 
they arrive in auditors’ hands, should be the starting point. Better information is 
useless without ways to act on it. We need both. 

Finally, enforcement. There is too little enforcement and too much of it targets 
companies and not human wrongdoers. Five years from now when this hubbub is 
history and you are an auditor or a director being pressed privately by management 
to go along with a fraud, will you be more deterred by the thought that your com- 
pany may be fined or by the thought you may go to jail? 

When you punish companies, you punish innocent shareholders, the victims. I am 
therefore very pleased by the enforcement proposals in the Leahy-Daschle bill. 
Fraudsters will do anything you let them. Please stop letting them. And please do 
not go for mid-level scapegoats. Those who get the big bucks need to shoulder the 
responsibility. A CEO or a director going to jail would be a corporate governance 
shot heard round the world. 


* * * 

The Council is a not-for-profit association of large institutional shareholders. It 
includes corporate pension funds, Government pension funds, labor funds, endow- 
ments, international pension funds, entities such as the World Bank and TIAA- 
CREF, money managers and financial institutions. Its members manage over $2 
trillion and represent millions of beneficiaries, employees, and voters. The Council 
is funded solely by members’ dues. It is nonpartisan. It addresses investment issues 
exclusively. 


PREPARED STATEME N T OF THOMAS A. BOWMAN, CFA 

President and Chief Executive Officer 
Association for Investment Management and Research 
March 20, 2002 

Introduction 

Good morning, I am Thomas A. Bowman, President and Chief Executive Officer 
of the Association for Investment Management and Research® (AIMR®) and a 
holder of the Chartered Financial Analyst® (CFA®) designation. I would like to 
thank Chairman Sarbanes and other Members of the Committee for the opportunity 
to speak on behalf of the more than 150,000 investment professionals worldwide 
who are members of AIMR or are candidates for the CFA designation. 

AIMR is a nonprofit professional membership organization with a mission of ad- 
vancing the interests of the global investment community by establishing and main- 
taining the highest standards of professional excellence and integrity. AIMR is most 
widely recognized as the organization that conducts qualifying examinations and 
awards the CFA designation. In 2002, over 100,000 candidates from 143 countries 
have registered to take the CFA exam, which is administered annually in more than 
70 countries worldwide. 

Although not a license to practice financial analysis or investment management, 
the CFA charter is the only globally recognized standard for measuring the com- 
petence and the integrity of financial analysts. The CFA Program consists of three 
levels of rigorous examinations, which measure a candidate’s ability to apply the 
fundamental knowledge of investment principles at a professional level. 

To be awarded the CFA charter, a candidate must pass sequentially all three lev- 
els of the examinations, totaling 18 hours of testing. They must have at least 3 
years of relevant professional experience working in the investment decisionmaking 
process and fulfill other requirements for AIMR membership. All AIMR members, 
CFA charterholders, and candidates must sign and submit an annual Professional 
Conduct Statement that attests to their adherence to The Code of Ethics and Stand- 
ards of Professional Conduct (AIMR Code and Standards). A violation of the AIMR 
Codes and Standards, including failure to file the Professional Conduct Statement, 
can result in disciplinary sanctions, including suspension or revocation of the right 
to use the CFA designation. 

The AIMR Code of Ethics requires AIMR members to always: 
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• Act with integrity, competence, dignity, and in an ethical manner when dealing 

with the public, clients, prospects, employers, employees, and fellow members. 

• Practice and encourage others to practice in a professional and ethical manner 

that will reflect credit on members and their profession. 

• Strive to maintain and improve their competence and the competence of others 

in the profession. 

• Use reasonable care and exercise independent professional judgment. 

General Remarks 

The issues this Committee is addressing — corporate governance; integrity and 
adequacy of the U.S. financial reporting and disclosure system; the effectiveness of 
certified financial audits and regulatory oversight; insider trading and conflicts of 
interest among securities underwriters and financial analysts — are all extremely im- 
portant to AIMR constituents. Although most AIMR members are not subject to the 
conflicts of interest that financial analysts working for Wall Street and similar “sell- 
side” firms face, all investment professionals are disadvantaged in their ability to 
conduct research, make investment recommendations to, or take investment action 
for, their investing clients by some companies’ exploitation or disregard of financial 
accounting standards and the important principle of disclosure, and by any failure 
of regulatory oversight to enforce those standards. 

Enron’s alleged exploitation of financial reporting rules is remarkable only for its 
egregiousness and its scale. We believe Enron is not an isolated case of accounting 
abuse. The current environment allows any company to play games with their finan- 
cial reports to a greater or lesser degree. Research commissioned by the Financial 
Executives Institute (FEI), a private, nonprofit organization of company executives, 
supports our belief. This research shows that, from 1998 to 2000, 460 companies 
restated various financial statement items, including many that were material. 
However, with the amount of flexibility that financial reporting standards allow, we 
are surprised that any company would resort to fraud to mislead even the most 
sophisticated investors. 

Adequacy of Financial Accounting Standards and the 
Regulatory Oversight System 

We believe that the Financial Accounting Standards Board (FASB) has the will 
to provide appropriate accounting and disclosure for the benefit of investors, but ex- 
ternal pressures have prevented it from doing so. The existing standard on account- 
ing for share-based compensation is a perfect case in point. However, there are sev- 
eral key areas with deficient rules that must be addressed immediately if investor 
needs are to be met. Such rules are an engraved invitation to the kind of abuses 
alleged at Enron. We offer the following examples: 

Consolidations and Off Balance Sheet Assets or Liabilities 

For the past 20 years, AIMR has advocated that all off balance sheet activities 
be reported in the parent company’s financial statements. This includes activities 
such as leasing transactions as well as consolidation of subsidiaries, special purpose 
entities, joint ventures, and partnerships. Current accounting rules are inadequate 
because they have “bright lines” that allow companies to tailor their transactions 
to be on or off balance sheet. For example, subsidiaries are not consolidated unless 
the company owns more than 50 percent. Consolidation on an SPE requires more 
than 97 percent ownership. Partnerships and joint ventures can escape consolida- 
tion altogether. Rules for recognition of liabilities under leasing arrangements allow 
companies to keep significant assets and liabilities off the balance sheet and can dis- 
tort the reporting of operating cashflows and earnings. 

Financial Assets and Liabilities 

As the market in derivatives and other complex financial instruments has grown, 
we have argued for reporting of financial assets and liabilities at fair value, rather 
than historic cost. Given the volatility of these instruments, we believe that report- 
ing these assets or liabilities at their fair value is the only way to understand their 
risks and rewards. Corporate objection to this change has been fierce. The resulting 
standards require some instruments to be recorded at fair value but others not; 
some changes in value are recorded in earnings but others not. Even when fair 
value changes are recorded in earnings, companies need not disclose in what income 
statement item they appear. This situation turns financial analysis into an impos- 
sible game of hide-and-seek. 

Investors also need more informative disclosures regarding financial assets and 
liabilities. In response to rule proposals by the Securities and Exchange Commission 
(SEC), the AIMR argued for disclosure of sensitivity analysis to allow investors to 
understand fully the potential risks of these instruments to changing market condi- 
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tions. Companies lobbied heavily against improved disclosures. The Senate Com- 
mittee on Banking, Housing, and Urban Affairs held hearings at which the FASB, 
SEC, and AIMR testified in support of the SEC rule proposal, but corporate issuers 
opposed the improved disclosures. The regulations that were implemented give com- 
panies too much flexibility in the type of disclosure. They are generally so simplistic 
as to be all but useless to investors. 

Share-Based Compensation 

Stock options and other equity-based compensation have become an important 
part of executive compensation in the United States, particularly in new and grow- 
ing industries. Such compensation should be a way to align management and 
shareowner interest, but unfortunately has led to earnings manipulation to improve 
share price. Contrary to what managements would have investors believe, stock op- 
tions are not “free” or of “little or no value.” If so, why would management accept 
them in lieu of cash? In fact, exercise of executive stock options reduces external 
shareholder interest and increases management’s interest, generally on unfavorable 
terms to shareholders. Nor do these options better align management and share- 
holder interests, since research shows that managers are more apt to sell the shares 
they receive when options are exercised. 

In 1994, to its credit, the FASB was prepared to issue a new rule to require rec- 
ognition of compensation expense for stock options. Heavy corporate lobbying and 
legislative intervention, however, led the FASB to allow footnote disclosure rather 
than recognition. Disclosure is no substitute for recognition and measurement. A re- 
cent AIMR survey shows that 83 percent of responding fund managers and analysts 
support recognition and believe that current disclosures are inadequate and difficult 
to use. 

Pro Forma Earnings 

Another creative way in which managements mislead investors and manipulate 
investor expectations is by communication of “pro forma earnings,” company-specific 
variations of earnings, or “earnings before the bad stuff.” With all its deficiencies, 
we believe that earnings data based on Generally Accepted Accounting Principles 
(GAAP) are still the most useful starting point for analysis of a company’s perform- 
ance. Analysts and other investors at least know how GAAP earnings are computed 
and, hence, there is some comparability across companies. We believe GAAP earn- 
ings should always be displayed more prominently than non-GAAP earnings data. 

Unfortunately, just the opposite seems to be the norm, particularly in press re- 
leases where pro forma earnings get the most emphasis and GAAP earnings may 
not be mentioned at all. GAAP earnings and associated balance sheet may only be- 
come available to investors in SEC filings 1 to 2 weeks after pro forma earnings 
are announced. While pro forma earnings can be helpful supplemental information 
for analysts, the practice of providing pro forma earnings is widely abused. Compa- 
nies selectively exclude all sorts of financial reporting items, including depreciation, 
amortization, payroll taxes on exercises of options, investment gains and losses, 
stock compensation expenses, acquisition-related and restructuring costs. Mr. John 
Bogle, the respected investment professional, recently noted in a speech to the New 
York Society of Securities Analysts, “In 2001, 1,500 companies reported pro forma 
earnings — what their earnings would have been if bad things hadn’t happened.” We 
recommend that either the FASB or SEC curtail this practice or ensure that pro 
forma earnings data never have more prominence than GAAP earnings in company 
communications. 

Inappropriate legislative intervention in the standard setting and the regulatory 
processes has resulted in less transparency for investors in preference to corporate 
interests. We hope that such intervention will cease. The FASB must be allowed to 
be independent in its decisionmaking and be supported with adequate funding to 
proceed quickly and expeditiously to address both longstanding and emerging 
issues. The FASB cannot only be reactive to financial reporting failures; it must be 
proactive and continuously review and update its standards. We are concerned that 
its current rush to “fix” the existing standard for Special Purpose Entities (SPE) will 
be only a “Band-Aid” for SPE’s rather than a solution to the larger, underlying prob- 
lem of off balance sheet liabilities. 

We do not believe that the SEC’s regulatory oversight and enforcement of FASB’s 
standards and its own regulatory rules are consistent or adequate. We also observe 
that its attitude toward corporate/issuer versus investor/user interests changes 
when the SEC’s leadership and membership changes. Even when the SEC has been 
concerned with investor needs, it has severely lacked the economic and human 
resources to address all the issues, including those for which here there are no 
accounting or disclosure standards. 
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For example, in 1996, SEC staff approached AIMR about a project on disclosure 
requirements for asset-backed securities. Considerably less disclosure is mandated 
for these securities than for equity securities, either in securities offering documents 
or in subsequent continuous disclosure filings. To respond to the SEC’s request, we 
convened a task force of interested and knowledgeable AIMR members who ex- 
pressed concerns about their ability to fulfill their fiduciary responsibilities in the 
current environment and were excited that better disclosure might be forthcoming. 
They were anxious to communicate the investor needs to the SEC. The task force 
drafted a formal response to the request, outlining the information that investors 
need to make good initial and on-going decisions about these securities; why the in- 
formation was needed; and how it would be used. That is the last that we have 
heard from the SEC about this project. In answer to our subsequent inquiries about 
the project’s status, we were told that the staff members assigned to the project had 
left the SEC and the project would be resumed when new staff was assigned. We 
have heard nothing since. We still consider this to be an important project and an 
important area where critical investor needs for information are not being met. 

Audits and Auditors 

Financial statements should be the single best source of information about a com- 
pany, its financial health and its prospects for the future. The Investors use the 
information they contain as an analytical tool, as a “report card” of management’s 
performance and accountability and as an early indicator of the company’s future 
success or potential failure. Financial statements are an indispensable source of in- 
formation for shareholders and investors, employees, lenders and suppliers, cus- 
tomers, governments, and regulatory agencies. But these users of financial state- 
ments must have assurance that the information is reliable and credible. 

Such assurance begins with management, which must establish a strong internal 
control system to facilitate reliable financial reporting and assist the company in 
complying with applicable laws and regulations. But high quality internal controls 
will not guarantee a company’s success, reliable financial reporting, or compliance 
with laws and regulations. Decisionmaking can still be faulty and simple errors and 
mistakes can creep in. Controls can be circumvented by collusion of two or more 
people and management generally has the ability to override the system. The chief 
executive officer, therefore, must accept “ownership” of the system and set a tone 
that strengthens the integrity and ethics of the control environment. Of particular 
importance to the process are the financial officers and their staffs. 

Although financial statements are the product and responsibility of management 
and a high quality internal control system is critical, no external party plays as 
important a role in the achievement of reliable financial reporting than the inde- 
pendent certified public accountants. They must bring an independent and objective 
view to management and the board of directors. Auditors bring assurance about the 
reliability and credibility of financial statements to a higher level, and attest to 
their fairness in conformity with Generally Accepted Accounting Principles. 

Unfortunately, although internal controls are the first line of defense against 
fraudulent or misleading financial statements, the auditor does not generally focus 
on their adequacy. Therefore, one of our recommendations is that auditors be re- 
quired to test and report on the effectiveness of internal controls as part of their 
audit responsibilities. An assurance about internal controls should be reported pub- 
licly as part of the audit opinion. We also believe that required audit procedures 
must be improved to ensure the auditor has a greater ability to detect fraud. 

Independence is an essential element in an auditor’s ability to perform effective 
audits, disclose improper accounting choices, whether in accordance with GAAP or 
not, and enhance the credibility of financial statements. Arthur Andersen, Enron’s 
auditor, has come under such intense pressure that it may not survive. But at some 
time, all of the major international, “Big 5,” accounting firms have been charged 
with a lack of independence, similar in kind if not severity. Investment professionals 
have understood these conflicts for some time and have viewed auditors as advo- 
cates for their corporate clients rather than for shareholders and for investors. One 
only has to read audit firm advertisements or a description of their business to un- 
derstand that auditors support their clients’ interests. The following descriptions 
have been copied from the websites of two of the Big 5 audit firms, but are indic- 
ative of all: 

• “A global leader in professional services, Ernst & Young helps companies in busi- 
nesses across all industries — from emerging growth companies to global power- 
houses — identify and capitalize on business opportunities. Our 84,000 people in 
more than 130 countries worldwide can implement a broad array of solutions in 
audit, tax, corporate finance, transactions, online security, enterprise risk man- 
agement, the valuation of intangibles, and other critical business-performance 
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issues. We audit 113 of the Fortune 500 companies and are one of the largest pro- 
viders of tax services in the world. Our worldwide revenues for the fiscal year 
ended June 30 were $9.9 billion.” 

• “Deregulation, privatization, emerging markets, and quantum improvements in 
telecommunications and information technology have radically altered the busi- 
ness landscape creating complex problems that are challenging chief executives. 
To help you meet these demands, . . . [PricewaterhouseCoopers’] Assurance and 
Business Advisory Services (ABAS) practice in the United States offer you a broad 
range of innovative and cost-effective solutions, drawing on our worldwide re- 
sources we provide Assurance on the financial performance and operations of your 
business. Through our Global Risk Management Solutions, we help you manage 
the totality of risks — financial, operational and systems, and strategic — and there- 
by improve your financial and business performance. We provide Transactions 
Services as a core part of mergers, acquisitions, divestitures, joint ventures, spin- 
offs, and strategic alliances. We provide Services such as Middle Market Advisory 
Services that utilize sophisticated business solutions to help clients maximize 
their growth potential and remain competitive.” 

AIMR members are concerned about the effectiveness of audits and the independ- 
ence of auditors. A subcommittee of the AIMR U.S. Advocacy Committee has dedi- 
cated itself to responding to initiatives of the Independence Standards Board and 
others on audit issues. In September 2000, we testified before the SEC on this im- 
portant issue. We believe that independent auditors, by helping to maintain the 
credibility of financial information, also help to maintain the overall stability and 
strength of financial markets. Reliable and credible information ensures that capital 
is allocated to those investments that create the highest returns commensurate with 
the risks and uncertainties of the investment. 

To facilitate our responses to proposed changes to auditor independence require- 
ments, AIMR conducted three separate surveys of AIMR members and CFA can- 
didates who work as either financial analysts or portfolio managers. Each survey 
addressed one of the following issues: Financial ownership and interests in audit cli- 
ents held by audit firms, partners or other audit professional staff; nonaudit services 
provided to audit clients; and employment relationships involving personnel with 
the audit firms and clients. A total of 2,273 individual responded to the three sur- 
veys sent to AIMR members working in the United States. 

There were 875 respondents to the survey on financial ownership and interests. 
Over 85 percent of the respondents indicated that audit firms and audit partners 
should be prohibited from owning shares in their audit clients, and over 77 percent 
indicated that holdings in the audit client should also be prohibited for professional 
staff on the audit. There was less concern about other partners or professional staff. 

Over 50 percent of respondents to the survey on nonaudit services indicated that 
providing the following services impairs independence: 

(1) Asset valuation and appraisal (65 percent). 

(2) Accounting, payroll, and other outsourced activities (62 percent). 

(3) Legal services (62 percent). 

(4) Executive compensation consulting and training (61 percent). 

(5) Treasury management (60 percent). 

(6) Risk management (59 percent). 

(7) Other management consulting (53 percent). 

We believe that prohibiting all nonaudit services would be too severe and that 
some, such as tax planning and compliance or information systems design, may pro- 
vide beneficial synergies to the audit. 

Our primary concern is actually with the basic concept of audit firms marketing 
nonaudit services, even to nonaudit clients. The evolution of the audit firm into a 
multi-service business advisory firm, providing consulting and management advi- 
sory services in addition to tax and audit services, has shifted the emphasis of the 
firm’s practice from the original purpose of the audit and formation of a professional 
opinion on the financial statements. This is entirely understandable; audit services 
are extremely price sensitive and nonaudit services are far more profitable. The 
audit is viewed within the firm as a commodity or “loss leader” and nonaudit part- 
ners and activities have more value and prestige. 

We recommend the following enhancements to existing rules regarding auditor 
independence: 

• An audit firm should be prohibited from having any ownership interest in an 
audit client unless this interest is held in trust by an independent trustee, such 
as a pension plan managed by a third party or mutual fund. This prohibition 
should also apply to audit clients having a financial interest in the audit firm. 
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• Certain nonaudit services, that is, legal services or appraisal/valuation services, 
should be prohibited or severely limited in scope, and adequate safeguards must 
be in place to segregate the audit practice from nonaudit services. 

• Full and fair disclosure of all conflicts of interest between a client and its auditors 
must be required. Such disclosures would include information about fees for 
nonaudit services, the nature of nonaudit services provided, and post-audit em- 
ployment of audit firm professionals by the audit client. 

Corporate Governance 

Corporate governance and the influence of investors in the governing process are 
issues of growing importance in the global capital markets. Good corporate govern- 
ance protects the interests of shareholders and investors. It is critical not only to 
the development and integrity of financial markets, but also to investor confidence 
in these markets, giving investors an incentive to risk their capital. Given the mag- 
nitude of investment in the United States, the potential power and influence that 
institutional investors, representing millions of individuals, can wield over the com- 
panies in which they hold interests is staggering. 

Corporate governance should foster transparency: Full disclosure of the condi- 
tions — risks and opportunities — to which investors in a particular market, or a par- 
ticular company, are subject. At the macro level, these conditions encompass a mar- 
ket’s various legal, financial reporting and disclosure, regulatory and supervisory 
standards and regimes. At the micro level, these conditions include an individual 
company’s financial performance and outlook, as well as full disclosure of how a 
company is governed, and the qualifications, responsibilities and compensation of its 
board of directors. Even more importantly, a good corporate governance framework 
provides evidence to shareholders and potential investors of the independence of the 
board of directors. Only when companies exhibit good corporate governance will in- 
vestors have the confidence to provide them with the capital they seek. 

A framework for corporate governance must encompass the duties, responsibilities 
and powers of the board of directors, the procedures for selecting members of the 
board, and the process for making those decisions that materially impact a com- 
pany’s value. Such decisions include whether to merge with a competitor, to divest 
certain assets, or to repurchase equity. Essentially, frameworks or codes for cor- 
porate governance are designed to help boards fulfill their fiduciary duty — doing the 
right thing, even when no one is looking — thereby earning the trust, confidence, and 
capital of investors, especially outside investors. 

Best practice frameworks exist and can be applied. Even markets that already 
recognize the need for good corporate governance can benefit from improvement to 
their frameworks. To that end, we recommend the following best practices in cor- 
porate governance: 

• At least half of the directors should be independent, nonexecutive officers of the 
corporation, even if one group owns the majority of outstanding equity shares. 

• Shareholder voting rights and meeting rights should ensure that one share has 
one vote, and decisions are not made by a show of hands. 

• The following three independent committees should be appointed by the Board, 
and not management: 

— Audit 
— N ominations 
— Compensation 

Standard setting bodies increasingly recognize that, to govern effectively, board 
members need to have a relatively high level of knowledge of the corporation’s busi- 
ness activities, in addition to its financial condition. For example, the National Asso- 
ciation of Corporate Directors has issued a set of new guidelines for enhancing the 
professionalism of board members. We support the following qualifications and re- 
sponsibilities for directors and recommend their adoption: 

• Directors should be active participants and decisionmakers in the boardroom, not 
merely passive advisers or “rubber stamps” for management proposals. 

• Directors should limit their number of board memberships. 

• Directors should limit their length of service on a board to 10 to 15 years so that 
new directors with fresh insights and a renewed independence can be elected. 

• Directors should immerse themselves in both the company’s business and its in- 
dustry while staying in touch with senior management. 

• Directors should know how to read a balance sheet and an income statement and 
understand the use of financial ratios so they can do their own analysis of the 
company’s performance and detect early warning signs of emerging problems. 

• Directors should own a significant equity position in the company. 
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We also recommend that institutional investors play a greater role in corporate 
governance. The fiduciary duty of pension fund sponsors and trustees and mutual 
fund managers entails duties of care and loyalty to their investors and clients. It 
entails an obligation to add value to clients’ investments and protect their interests 
in the long-term health of the companies in which they invest. This is particularly 
important for passive or index fund managers who may have significant positions 
in a company’s securities but do not have the flexibility to influence corporate man- 
agement by simply selling shares. As the founder of Deutsche Bank, Mr. George 
Siemens once said, “If one cannot sell, one must care.” 

We recommend that institutional investors assume a role that ensures that cor- 
porate policies serve the best interest of a corporation’s investor-owners. Although 
we would not expect that institutional investors would seek involvement in the day- 
to-day operations of the companies in which they invest, we believe that institu- 
tional investors should recognize the need for conscientious oversight of and input 
into management decisions that may affect a company’s value. Although institu- 
tional investors should follow clear and transparent general voting guidelines, avail- 
able to all investor-clients, in voting their proxies, they must also recognize the need 
to review all votes individually and not permit minority shareholders to be treated 
unfairly. 

Ideally, we would like to see a private-public partnership of investors, financial 
industry participants, and Government regulators that would unite to help elimi- 
nate market barriers by establishing, implementing and maintaining corporate gov- 
ernance standards that mandate transparency, timeliness and accuracy of corporate 
financial reporting. For these standards to work and offer real investor protection, 
there must also be enforcement of fiduciary laws and standards through effective 
market monitoring and surveillance by regulators as well as self-regulatory organi- 
zations. The standards and their enforcement work together to create a level playing 
field for all market participants — foreign and domestic — and to encourage competi- 
tion in the market. The end result is better protection for investors, instilling them 
with confidence, and giving them more and better investment choices and increased 
access to opportunities. 

Analyst Independence 

To reiterate, the AIMR mission is to advance the interests of the global invest- 
ment community by establishing and maintaining the highest standards of profes- 
sional excellence and integrity. Clearly, the erosion of investor confidence in the 
independence and objectivity of “Wall Street” research reports and recommendations 
does not enhance those interests and could seriously harm the reputation of the en- 
tire investment profession. We believe that all market participants have a mutual 
responsibility to create and maintain an environment that enables “Wall Street” 
research analysts to fulfill their responsibilities with independence and objectivity. 
Only if the investing public believes that the information available to them is fair, 
accurate, and transparent can they have confidence in the integrity of the financial 
markets and the investment professionals who serve them. 

Investment professionals expect the companies they research, recommend, or 
whose securities they hold to provide full and fair disclosure. They should expect 
no less of themselves. But just as investment professionals would not make an in- 
vestment recommendation or take investment action based on earnings information 
alone, so too investors should not make investment decisions based on a simple, one- 
dimensional rating. 

AIMR is committed to the principle that the best interests of the investing client 
must always take precedence over the needs of the research analyst, investment 
manager, and his or her employer. With respect to relationships with clients and 
prospective clients, The Code of Ethics and The Standards of Professional Conduct 
of our organization specifically require AIMR members to: 

• Exercise diligence and thoroughness in making investment recommendations. 

• Have a reasonable and adequate basis, supported by appropriate research and in- 
vestigation, for such recommendations or actions. 

• Use reasonable care and judgment to achieve and maintain independence and 
objectivity in making investment recommendations or taking investment action. 

• Act for the benefit of their clients and always place their clients’ interests before 
their own. 

• Distinguish between the facts and the opinions in the presentation of investment 
recommendations . 

• Consider the appropriateness and suitability of investment recommendations or 
actions for each client. 
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AIMR members are individual investment professionals, not firms. They work in 
various capacities in the global investment industry. Approximately 9,000 (18 per- 
cent) of our members work for “Wall Street” or similar firms worldwide, known as 
the “sell-side” (for example, broker-dealers and investment banks). Those who work 
as research analysts for these firms, whose independence and objectivity have been 
questioned, are an even smaller percentage of AIMR members. In contrast, more 
than 65 percent of AIMR members work as investment advisors or fund managers 
for the “buy-side,” the traditional, and still the primary, purchasers of “sell-side” or 
“Wall Street” research. They are not subject to most of the conflicts of interest faced 
by sell-side analysts. 

Based on our experience in setting ethical standards for AIMR members, I can 
tell you that ethical standards are most effective when developed by the profession 
and voluntarily embraced rather than externally and unilaterally imposed. In mak- 
ing your determination about whether to trust the private sector to manage analyst 
conflicts of interest effectively, I ask that you consider AIMR’s commitment to devel- 
oping and recommending practical, long-term solutions for the conflicts of interest 
and ethical dilemmas that Wall Street analysts face. 

It is important to recognize that the conflicts that Wall Street analysts face are 
not new. They have, however, been magnified in an environment that emphasizes 
short-term performance and where profits from research and brokerage are minus- 
cule compared to profits from investment banking and other corporate finance 
activities. In this environment, penny changes in earnings-per-share forecasts have 
dramatic effects on share prices. And in this environment, individual investors rely 
on analyst ratings or on recommendations without even reading their research 
reports — in contrast to institutional investors, who learn what they can from the re- 
port, judge the validity of the methodology and analysis, and ignore the ratings. It 
is more than unfortunate — it is untenable — that the serious business of investing 
one’s assets for retirement has become a “sport,” like horse racing where investors 
are always looking for “hot tips.” Unfortunately, investments are not “sure things.” 
Many, in fact, are “long shots.” Investors must be cautioned about making invest- 
ment decisions based on ratings alone. 

The analysts’ responsibility is to conduct thorough and comprehensive research 
and then to form an opinion about the future prospects for a security. This opinion 
is communicated by a recommendation or rating based on their firm’s rating system. 
The resulting report is then “sold” to investing clients, primarily institutional inves- 
tors, who direct brokerage to the firm. Unfortunately, this responsibility must be 
carried out despite sometimes opaque and misleading financial information, de- 
signed to hide the “bad news” while promoting the “good news.” Unless analysts’ 
clearly see through companies’ bending of accounting rules, the positive bias in fi- 
nancial statements can influence analysis. 

Besides this bias, are Wall Street analysts sometimes pressured to be positive 
about the prospects of the companies they follow? Yes. But these pressures come 
from many sources, and not all from their employers. Effective solutions to these 
pressures can only be developed when all the pressures and those who contribute 
to them are identified and addressed. 

In the wake of Enron, the particular conflict posed by Wall Street analysts’ in- 
volvement in their firms’ investmentbanking activities continues to be the focus of 
media attention. However, even if Wall Street investment banks were prohibited 
from selling research to investing clients or if in-house research analysts were pro- 
hibited from collaborating with investment banking, the problem of analyst objec- 
tivity would not be solved. As long as securing corporate clients for investment 
banking is in part dependent upon keeping management “happy” with analyst “buy” 
recommendations, investment banking will inevitably seek out those research ana- 
lysts, independent or not, who are favorable toward the client company. 

Collaboration between research and investment banking is by no means the only 
conflict that must be addressed if we are to provide an environment that neither 
coerces nor entices analysts to bias their reports and recommendations. For exam- 
ple, strong pressure to prepare “positive” reports and make “buy” recommendations 
comes directly from corporate issuers, who retaliate in both subtle, and not so sub- 
tle, ways against analysts they perceive as “negative” or not “understanding” their 
company. Issuers complain to Wall Street firms’ management about “negative” or 
uncooperative analysts. They bring lawsuits against firms — and analysts person- 
ally — for negative coverage. But more insidiously, they “blackball” analysts by not 
taking their questions on conference calls or not returning their individual calls to 
investor relations or other company management. This puts the “negative” analyst 
at a distinct competitive disadvantage, increases the amount of uncertainty an 
analyst must deal with in doing valuation and making a recommendation, and 
disadvantages the firm’s clients, who pay for that research. Such actions create a 
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climate of fear and intimidation that fosters neither independence nor objectivity. 
Analysts walk a tightrope when dealing with company managements. A false step 
may cost them an important source of information and ultimately their jobs. 

Institutional clients, the “buy-side,” have their own vested interests in maintain- 
ing or inflating stock prices and, thus indirectly, recommendations and ratings. 
Fund managers do not want to be “blind-sided” by a change in recommendation that 
might adversely affect their portfolio performance, and hence their compensation. 
When they find out about a negative analyst, the “buy-side” has been known to 
“turn in” that analyst to the subject company. 

An investment professional’s personal investments and trading pose another con- 
flict, one that AIMR addressed extensively in a 1995 topical study that now forms 
an important component of the AIMR Code and Standards. We do not believe that 
it is in clients’ best interests to prohibit Wall Street analysts, or other investment 
professionals for that matter, from owning the securities of the companies they fol- 
low or in which they invest their clients’ money. Rather, permitting personal invest- 
ments better aligns analyst and investor interests as long as strict, and enforced, 
safeguards are in place that prevent analysts from front running their cli- 
ents’ or their firms’ investment actions, and that prohibit analysts from 
trading against their recommendations. 

The content and quality of research reports and investment recommendation is 
also affected by this simple fact: Analysts are human. No matter how experienced, 
expert, or independent, Wall Street analysts do not have crystal balls; they are not 
infallible. Even in the absence of fraud, the more opaque a company’s disclosures 
and the more reticent company management, the more difficult it is for the analyst 
to predict changes in the company’s fortunes. Much has been made about some Wall 
Street analysts’ failures to change their recommendations as the price of Enron 
began and continued to fall. But I wish to remind the Committee that many “buy- 
side” investment managers with major positions in Enron, who do not suffer from 
the alleged investment banking conflicts of Wall Street analysts, have admitted that 
they too could not predict soon enough the downturn in Enron’s fortunes or the 
speed with which it would spiral into bankruptcy. These failures were not due to 
a lack of independence, skill, or due diligence, but to the lies allegedly told them 
by a company that apparently betrayed their trust. 

I have recommended improvements to accounting standards, regulatory enforce- 
ments, auditor independence, and corporate governance. I can do no less for analyst 
independence. In recommending specific measures to increase the likelihood that in- 
vestors will receive unbiased recommendations from Wall Street, I am seeking to 
inform as well as protect those investors who may not be aware of the pressures 
on Wall Street analysts from the sources I cited and the limitations in analysts’ abil- 
ity to make foolproof recommendations. This is especially true for those investors 
who receive shorthand information through various media outlets rather than by 
purchasing and reading the full research report directly from the Wall Street firm. 
Surely, no one would recommend that individuals make important decisions, such 
as taking medication or buying a home, solely on what they read in the press or 
hear on television. How much more critical then are the investment decisions that 
can adversely affect their own and their families’ financial welfare? 

We do not dispute that some Wall Street firms may pressure their analysts to 
issue favorable research on current or prospective investment banking clients, or 
that this practice must stop. These and the other forces I mentioned create an envi- 
ronment replete with conflicts of interest, one that undermines the ethical principles 
upon which the AIMR and the CFA Program are based. We condemn all who foster 
or sustain it. 

However, the relationship between research and investment banking is symbiotic 
and an important part of the firm’s due diligence when evaluating whether or not 
to accept a company as an investment banking client. Although we do not believe 
that this collaborative relationship is inherently unethical, it poses conflicts that can 
lead to serious ethical problems for analysts, especially when a large portion of the 
firm’s profitability comes from investment banking. If such collaborations are al- 
lowed, investment banking firms must take particular care to have policies and pro- 
cedures that minimize and manage all real and potential conflicts, and that fully 
and fairly disclose them to investors. 

To effectively manage these conflicts, AIMR is currently developing proposed 
standards to improve research objectivity. These standards include the following 
recommendations: 

• Firms must foster a corporate culture that fully supports independence and objec- 
tivity and protects analysts from undue pressure from issuers and investment 

banking colleagues. 
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• Firms must establish or reinforce separate and distinct reporting structures for 
their research and investment banking activities so that investment banking 
never has the ability or the authority to review, approve, modify, or reject a re- 
search report or investment recommendation. 

• Firms must establish clear policies for personal investment and trading to ensure 
that the interests of investors are always placed before analysts’ own. 

• Firms must implement compensation arrangements that do not link analysts’ 
compensation directly to their work on investment banking assignments or to the 
success of investment banking activities, but rather directly link, and heavily 
weight, analysts’ compensation to the quality and the comprehensiveness of their 
research and the accuracy of their recommendations . 1 (Only when compensation 
arrangements explicitly include quantitative measurable attributes, such as per- 
formance of stock recommendations and accuracy of earnings forecasts, as well as 
qualitative characteristics, that reference the quality and comprehensiveness of 
the research on which recommendations are based, will analysts have the proper 
incentives to do truly independent, objective, and high quality research.) 

• Firms must make prominent and specific, rather than marginal and “boilerplate,” 
disclosures of conflicts of interest. Such disclosures must be written in “plain 
English” so that they are accessible and that they are understood by the average 
reader or listener. 

Enhanced disclosures are a key part of the AIMR proposal. At a minimum, we 
believe that Wall Street analysts must disclose — and their firms must require them 
to disclose — the following information prominently on the front of the research re- 
port and, even more importantly, in all media interviews and appearances: 

• Investment holdings of Wall Street analysts, their immediate families, the Wall 
Street firm’s management and the firms themselves. 

• Directorships on the subject company’s board by the analyst, a member of their 
immediate family, or other members of the Wall Street firm. 

• Compensation that was received by the Wall Street firm from the subject com- 
pany and the nature of the relationship or services provided. 

• Where and how to obtain information about the firm’s rating system, and its poli- 
cies to protect and promote independence and objectivity. 

• Material gifts received by the analyst from either the subject company or the Wall 
Street firm’s investment banking or corporate finance department. 

We caution, however, that effective disclosure in media interviews and appear- 
ances will only be accomplished with the full cooperation and active support of the 
media itself. Neither Wall Street analysts nor their firms should be held accountable 
for what the media won’t publish or broadcast. We call upon the media to ensure 
that these disclosures reach their intended audience. 

We also think that rating systems need to be overhauled so that investors can 
better understand how ratings are determined and compare ratings across firms. 
Ratings must be concise, clear, and easily understood by the average investor. We 
would also suggest that, in addition to the recommendation itself (“buy-hold-sell” or 
market “outperform-neutral-underperform”), the rating should also include a risk 
element, to provide a measure of expected price volatility or other risks, and a time 
horizon, to provide an estimated time period for the stock price to reach the price 
target or which the analyst expects the current rating to hold. We believe that add- 
ing a risk measure and time horizon to the rating, and always communicating all 
three elements, will provide investors who do not read or have access to the full re- 
search report with better information by which to judge the suitability of the invest- 
ment to their own unique circumstances and constraints. 

Finally, under normal circumstances, Wall Street analysts and their firms should 
also be required to update or reconfirm their recommendations on a timely and reg- 
ular basis, and more frequently in periods of high market volatility. They should 
be required to issue a “final” report when coverage is being discontinued and pro- 
vide a reason for discontinuance. Quietly and unobtrusively discontinuing coverage 
or moving to a “not rated” category, for example, a “closet” sell, does not serve inves- 
tors’ interests. 

Closing Remarks 

In closing, I would like to impress upon the Committee that the AIMR and its 
members appreciate the seriousness of the problems facing our financial markets at 


1 We believe that it would be interesting and informative to see the pattern of Wall Street 
analysts’ compensation vis-a-vis their recommendations and vis-a-vis the success of their firm’s 
investment banking activities for their industry and in total. 
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this time. We believe that only with the cooperation and involvement of all market 
participants will effective long-term solutions be developed and implemented. Spe- 
cifically, we are convinced that: 

• Until the Financial Accounting Standard Board and the Securities and Exchange 
Commission are truly free of undue external influences, and thereby able to estab- 
lish and enforce financial reporting and disclosure standards that command full 
transparency, investors will be disadvantaged. 

• Until financial reporting standards are developed for the benefit of investors, the 
primary users of financial statements, instead of for the benefit of issuers, ena- 
bling them to manipulate earnings and hide liabilities and losses, investors will 
be disadvantaged. 

• Until auditors renounce their advocacy of corporate interests, regain their lost 
independence, and become vigilant watchdogs for truth and fairness in financial 
reporting, investors will be disadvantaged. 

• Until corporate management understands and embraces the need to put their 
companies’ long-term business targets and shareholder interests first, rather than 
managing earnings to maximize their own personal compensation — and publicly 
acknowledge their commitment to this end — investors will be disadvantaged. 

• Until corporate management recognizes that good companies are not always good 
investments and desists in retaliating against analysts and their firms for issuing 
negative opinions on the company’s securities, investors will be disadvantaged. 

• Until Wall Street and similar firms worldwide recognize that it is in their best 
interest, including their financial interest, to reward high quality, independent re- 
search and require their analysts to express objective views on their assigned 
companies without recrimination or financial disincentives, investors will be dis- 
advantaged. 

• And finally, until all Wall Street analysts: 

— Demand quality financial reporting so that they are confident in the reasonable- 
ness and in the adequacy of the information that forms the basis for their 
recommendations. 

— Ferret out information not contained in the primary financial statements, but 
obscured in footnotes and other disclosure documents. 

— Embrace personally and cling tenaciously to a strict code of ethics and stand- 
ards of professional conduct that require them always to place the interests of 
their investing clients before their own — or their firm’s — investors will be dis- 
advantaged. 

Finally, I believe that if we put even a fraction of the creativity and energy into 
strengthening the integrity of our financial markets that has gone into undermining 
it — and I mean strengthening each and every one of its disparate elements that I 
have discussed today — we will be rewarded with renewed investor confidence in 
those markets, greater reliance on financial reporting information and the research 
and recommendations that flow from analysis of that information, and with the kind 
of transparency that will be a long-term benefit for investors in those markets and 
the envy of investors in every other financial market in the world. 

Thank you. I will be happy to answer any questions that you might have. 


PREPARED STATEMENT OF DAMON A. SILVERS 

Associate General Counsel 

American Federation of Labor and Congress of Industrial Organizations 

March 20, 2002 

Good morning, Mr. Chairman, my name is Damon Silvers, and I am an Associate 
General Counsel of the American Federation of Labor and Congress of Industrial 
Organizations. The AFL-CIO believes today’s hearing on corporate governance in 
the aftermath of the collapse of Enron and similar events at companies like Waste 
Management and Global Crossing is an essential part of a much needed effort at 
comprehensive reform of the capital markets. 

Corporate governance is a web of relationships. These relationships should work 
toward getting companies to make smart, long-term focused decisions that lead to 
sustainable benefits to all who participate in the company. Unfortunately, Enron is 
a window into a set of pervasive conflicts of interest that defeat the purposes of 
corporate governance and threaten the retirement security of America’s working 
families. At Enron the management, the board of directors, the outside auditors, 
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and the Wall Street analysts all failed to protect investors. And similar events have 
both preceded and accompanied Enron’s collapse at Global Crossing, Cendant, 
Waste Management, McKesson and more. The source of these failures lie in the 
unregulated conflicts of interest that permeate the relationships between the man- 
agement of these companies and the people who were supposed to be protecting 
investors. 

The AFL-CIO’s 62 member unions and their 13 million members urge that this 
Committee take up the task of crafting comprehensive legislation to take on the con- 
flicts of interest in the capital markets and in the board rooms of America’s public 
companies. You have heard in prior hearings from those who have benefited and 
continue to benefit from these conflicts as to why they must be allowed to continue, 
from those who would lull you to sleep with the lullaby that everything will be al- 
right if you just do nothing. That may be the view from K Street, but it is not how 
things look for thousands of working families in Houston and Portland, Oregon and 
Rochester, New York who have lost their retirement savings and in some cases their 
jobs and their health care because they believed what they were told — by their 
employers, their employers’ accountants, and the analysts that interpreted the ac- 
countants’ numbers. 

Let me then address what a comprehensive reform package requires. 

Corporate governance starts with boards of directors. Public company boards need 
strong independent directors who are accountable to investors. Part of the problem 
at Enron was that Enron touted directors as independent who really had significant 
ties to Enron management, ties that Enron did not have to disclose. So investors 
first need complete disclosure of all ties between hoard members, the company, and 
company management. Then this Committee should encourage the NASD and the 
New York Stock Exchange to require that this higher standard of independence be 
the relevant standard for measuring the independence of auditor and compensation 
committees. 

With genuine independence from management must come genuine accountability 
to shareholders. Shareholders should have access to management’s proxy, not just 
for shareholder proposals on a handful of subjects, but for director candidates that 
a substantial number of shareholders want to see on the board of the company they 
invest in. Investors also deserve the right to bring before the annual meeting 
through management’s proxy any proposal that is legal and can be shown to enjoy 
significant shareholder support. 

The second area in need of reform is the practice of public accounting. There are 
three issues here — independence, oversight, and the process by which the account- 
ing rules are made. On independence, the simple fact is that you cannot be a public 
auditor with an obligation to get the numbers right for a public audience and also 
be a consultant whose aim is to advise executives on how to optimize the numbers. 
The tension between those goals is too severe and the rewards for compromising the 
public audit responsibility are too great. It is just too easy for an auditor seeking 
to blend those roles to end up like Arthur Andersen at Enron, structuring SPE’s as 
a consultant and auditing those same structures as an auditor. 

The Big 5 firms now seem to be arguing that if they cannot earn the big money 
as consultants they won’t be able to attract top people. From an investor perspec- 
tive, we would say the opposite is true — that unless audit and consulting functions 
are separated, the Big 5 will not be able to attract anyone with any integrity to 
their audit practices, and integrity is what worker funds want in an auditor. 

The next issue after independence is oversight. Former SEC Chair Arthur Levitt 
has outlined what we believe are the key characteristics of a much needed auditor 
oversight body — members independent of the Big 5, full investigative and discipli- 
nary powers, and independent funding. 

Finally, there is the rulemaking process. Anyone familiar with the political pres- 
sures brought to bear on the FASB around accounting for executive stock options 
in the mid-1990’s, not to mention the decade long paralysis on SPE accounting 
knows that the FASB is too open to pressures from issuers and those beholden to 
issuers. Here there are a variety of options available for how to make FASB more 
independent — ranging from merging with a public auditor oversight body to closer 
ties with the SEC. 

Then there are the Wall Street analysts. These people play a vital role in our 
markets — they interpret the numbers. But analysts have become captive to the in- 
vestment banking side of their firms. That is why part of a comprehensive package 
of reforms would be a provision banning basing analyst compensation not just on 
specific investment banking transactions, but also barring tying analyst compensa- 
tion to investment banking performance generally. 

Finally, I want to address the ultimate accountability measures available to 
shareholders — recourse to the courts. The AFL-CIO and worker funds view litiga- 
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tion as part of a continuum of tactics for holding the management of the companies 
we invest in accountable and for recovering money fraudently taken from us. As 
such, we strongly believe that the current immunity from civil suits in the law for 
those who aid and abet securities fraud is outrageous — and directly connected to the 
rise in accounting restatements and accounting fraud since the Central Bank of 
Denver case in 1994. We also support a number of other reforms in the area of secu- 
rities litigation, such as a restoration of the doctrine of joint and several liability 
in private securities cases and the extension of the statute of limitations in securi- 
ties cases beyond its current 3 years. 

Together, these measures constitute a comprehensive approach to the problems 
presented by Enron and similar companies. This approach is in great measure em- 
bodied in the House bills introduced by Representatives LaFalce and Dingell. Here 
in the Senate Senator Leahy and Majority Leader Daschle have introduced a posi- 
tive bill on litigation, as has Senators Dodd and Corzine on accountants. But there 
is a need for a comprehensive approach here in the Senate, one we hope this Com- 
mittee will provide. 

In closing, I wish to strongly emphasize the labor movement does not view what 
happened at Enron as the product of a few bad people at Enron or at any other 
company, for that matter. While those individuals who have been given the respon- 
sibility to manage workers’ and the public’s money need to be held to a single high 
standard, we believe at the heart of what happened at Enron are systemic problems 
that need systemic solutions. These solutions will offend powerful interests, but they 
will protect America’s working families. The AFL-CIO welcomes the opportunity to 
continue to work with the Banking Committee as you take up this challenge. 

Thank you. 
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR AKAKA 
FROM SARAH TESLIK 

Q.l. The Committee heard recommendations that corporate board 
members become more actively involved to protect investors. Are 
current board members prepared for this increase in responsibility? 
A.l. Probably some are but most are not. I do not think too many 
directors have seen it as their duty to protect investors. Tradition- 
ally, many of them saw their duty largely as confined to hiring, fir- 
ing, “overseeing,” and approving the compensation of the CEO, 
whose leadership they generally followed and whose decisions they 
pretty much rubber-stamped. Their “education” consisted of being 
briefed by the general counsel and corporate secretary on the statu- 
tory duties of care and loyalty, director liability, and what would 
go on at the annual meeting. 

In the last 15 or 20 years, increased shareholder activism and 
media coverage on the failings of some boards have sparked im- 
provements in corporate governance at many companies. Many of 
the board members now attend seminars sponsored by such organi- 
zations as the National Association of Corporate Directors, the 
Wharton School and Stanford University. They also receive publi- 
cations such as Directors & Boards, Directorship and Director’s 
Monthly, which contain articles advising directors on how to deal 
with governance issues. New venues have sprung up recently offer- 
ing more intensive instruction in certain areas, such as the Dela- 
ware Audit and Financial Reporting Institute for Corporate Direc- 
tors at the University of Delaware and the Directors’ Summit at 
the University of Wisconsin. But much more is probably needed. 

Q.2. If not, what can be done to better prepare board members for 
taking a more active role? 

A.2. If the goal is to get directors more actively involved in order 
to protect investors, the biggest thing that is needed is a change 
of mindset. Directors must understand that they are elected to rep- 
resent and protect the shareholders, not the management. They are 
there to oversee management, not maintain a cozy relationship 
with it. They should not only meet the most stringent definitions 
of independent, with no ties to management or the company, but 
they should think and act independently. 

The shareholders — the owners of the company — would elect only 
directors who accept and live by these basic premises if they could, 
but they typically have no voice in the selection of directors. In 
most cases, the only way they have of holding their elected rep- 
resentatives accountable for governance or performance failures is 
to apply pressure via shareholder resolutions and other forms of ac- 
tivism or withhold their votes from the directors when they stand 
for reelection, which has no practical effect. The time may come 
when shareholders can have access to corporate proxy materials to 
nominate directors, but until then, costly proxy fights are the only 
avenue open to them to replace directors. 

Education and appeals to the pride of incumbent boards and 
CEO’s have resulted in some improvements, such as CEO, director, 
board evaluations, and the weeding out of some weak or nonper- 
forming directors, but this is hardly sufficient to produce a whole 
new culture of directors dedicated to protecting investor interests. 
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What is needed is, first, strong, independent boards. Congress 
and the Securities and Exchange Commission should press the 
stock exchanges to adopt tough standards for determining the inde- 
pendence of board members and to require that a substantial ma- 
jority of board members for listed companies meet those standards. 
The Council of Institutional Investors recommends that at least 
two-thirds of a board’s members be independent, according to its 
stringent definition, and that all members of the audit, nominating, 
and compensation committees be independent. 

In addition, to strengthen the position of the independent direc- 
tors, the Council believes that if the CEO is also board chairman, 
there should be a lead, or contact, director for directors wishing to 
discuss issues or add agenda items that are not appropriately or 
best directed to the CEO. The board, not the CEO, should appoint 
its own committees and committee chairs. Boards and committees 
should meet in executive session on a regular basis, and should be 
able to hire their own experts or other service providers as needed. 
Directors should attend the annual shareholders’ meeting and be 
available to answer shareholder questions; they should also re- 
spond to communications from shareholders and seek shareholder 
views on important governance, management, and performance 
matters. There is no reason for directors to be shielded from the 
views of the shareholders who elect them. All of these things, and 
more, are found in the Council’s corporate governance policies, 
which can be accessed at www.cii.org. 

Also essential to getting strong, independent boards dedicated to 
protecting investors is to have all directors stand for election every 
year, and to have boards evaluate themselves and their individual 
members on a regular basis. Board evaluation should include an 
assessment of whether the board has the necessary diversity of 
skills, backgrounds, experiences, ages, races, and genders appro- 
priate to the company’s ongoing needs. Directors with poor attend- 
ance records should not be renominated, and boards should review 
the performance and qualifications of any director from whom 10 
percent or more of the votes cast are withheld. Directors need to 
understand that election to a board is not a lifetime appointment 
and that they will be held accountable. 

The Council believes directors should receive training from inde- 
pendent sources on their fiduciary responsibilities and liabilities. 
Directors have an affirmative obligation to become and remain 
independently familiar with company operations; they should not 
rely exclusively on information provided to them by the CEO to do 
their jobs. Audit committee members in particular need to be finan- 
cially knowledgeable and have some expertise in accounting or in 
financial management. 

The Council also believes that the directors will protect investors’ 
interests best if their own compensation is designed to align their 
interests with those of the shareholders. Directors should be com- 
pensated only in cash or stock, with the majority of compensation 
in common stock. Absent unusual and compelling circumstances, 
all directors should own a meaningful position in company stock, 
appropriate to their personal circumstances, in addition to any op- 
tions and unvested shares granted by the company. 




ACCOUNTING REFORM AND 
INVESTOR PROTECTION 


THURSDAY, MARCH 21, 2002 

U.S. Senate, 

Committee on Banking, Housing, and Urban Affairs, 

Washington, DC. 

The Committee met at 10:25 a.m. in room SH-216 of the Hart 
Senate Office Building, Senator Paul S. Sarbanes (Chairman of the 
Committee) presiding. 

OPENING STATEMENT OF CHAIRMAN PAUL S. SARBANES 

Chairman Sarbanes. Let me call this hearing to order. 

We were delayed, obviously, because of the vote. I hope we will 
be able to proceed now without any interruptions. 

This morning, the Committee on Banking, Housing, and Urban 
Affairs conducts the tenth in a series of hearings on accounting and 
investor protection. We have heard from some very distinguished 
witnesses in the course of these 10 hearings and they have brought 
some valuable perspectives to the work that is ahead of us. 

Today, we are very pleased to have the Chairman of the Securi- 
ties and Exchange Commission, Harvey Pitt, with us. Chairman 
Pitt is the Commission’s 26th Chairman. The SEC, of course, is 
known as an agency which has traditionally attracted very accom- 
plished and dedicated professionals. It has been described by some 
as a jewel among Government agencies, and I think that is, by and 
large, deserved. 

Mr. Pitt actually began his career at the SEC and was the 
youngest general counsel in its history. But he has enormous bur- 
dens and responsibilities at the present time, as we examine care- 
fully the system and the structure. I think it is clear that we need 
to make changes. You always have human failings, but you should 
have a system in place that minimizes the likelihood of that either 
occurring or going undetected and unpunished, and provides the 
investor protection and the integrity of the markets which we con- 
stantly reiterate are so important to our economic success, both 
historically and currently, and as we project into the future. 

Of course, there is a serious erosion of investor confidence right 
now that is very visible and, obviously, we have to take major steps 
to restore that. 

We are very pleased to have Harvey Pitt with us. I think we will 
move right ahead here because we may be interrupted for further 
votes on the floor. 


( 1059 ) 
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Yesterday, an objection was raised to committees meeting after 
2 hours. I hope that does not happen to us today, but we will just 
proceed apace. 

Senator Dodd. 

STATEMENT OF SENATOR CHRISTOPHER J. DODD 

Senator Dodd. Mr. Chairman, thank you, the point is well taken. 

We are delighted to have the Chairman here. I was saying to 
him earlier, does private practice look better to you now? 

[Laughter.] 

He has had a difficult set of circumstances to deal with. But 
while there may be some disagreements from time to time, I think 
a lot of us feel very reassured because he knows these issues very, 
very well. 

As the Chairman pointed out, you began your career at the SEC 
and have been engaged in a strong private practice involving the 
securities area for a good part of your adult life. You bring a good 
deal of information to this whole debate. 

For the record, I wanted to say again what all of us have said 
here. This is the tenth hearing this Committee has held on this 
subject matter. By my calculation, Mr. Chairman, you have had 38 
witnesses from both the public and private sectors before all of us 
here who have been interested in this. 

These witnesses include five former chairmen of the SEC, the 
chairman of the International Accounting Standards Board, as well 
as the chairman of its trustees, a panel of SEC chief accountants, 
a former chairman of the Financial Accounting Standards Board, 
the CEO of a preeminent pension fund, authorities on corporate 
governance, preeminent securities law professors, members of com- 
missions that study accounting reforms, Comptroller General of the 
United States, the CEO of securities self-regulatory organization, 
leaders in the accounting industry, institutional investors, scholars, 
consumers, labor and investment practitioners, and educators. 

Whatever else one may think, this has been a very comprehen- 
sive examination of this issue, and this in my view, Mr. Chairman, 
is how the Senate of the United States ought to operate. And it is 
a tribute to the Chairman’s leadership of this Committee that we 
have examined this issue about as thoroughly as you could do in 
extensive hearings. 

So it is very appropriate and proper that we conclude with you, 
Chairman Pitt, to hear your views on the subject matter, and I am 
anxious that we get to it. 

Thank you, Mr. Chairman. 

Chairman Sarbanes. Senator Bunning. 

STATEMENT OF SENATOR JIM BUNNING 

Senator Bunning. Thank you, Mr. Chairman, for holding this 
very important hearing. And I would like to thank Chairman Pitt 
for testifying today. 

As you all know, a number of committees on both sides of the 
House and Senate have had many hearings on this issue. While 
some of these committees’ hearings have been very partisan and 
will not go down as the finest hearings in the history of the Senate 
or the House, I would like to commend you, Mr. Chairman, for your 
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leadership in making sure that these hearings did not end up like 
that. Your hearings have been focused on how to ensure that the 
Global Crossing, Andersen, and Enron messes never happen again, 
not trying to score political points. You have done a very good job. 

Chairman Pitt, it was not so long ago that you were in New York 
choosing what securities cases you wanted to take. Would you like 
to go back? 

[Laughter.] 

Chairman Pitt. No. 

[Laughter.] 

Senator Bunning. Now, after taking a pay cut, you are in the 
middle of this debacle, coming on the heels of September 11, when 
you had to work very hard just to make sure that you could open 
the markets. I am starting to wonder if you are jinxed. 

[Laughter.] 

All kidding aside, I know that there were calls for you to recuse 
yourself from the Enron matter, but so far, the SEC has acted 
swiftly and decisively to fix the problems that have arisen. But ob- 
viously, there is much more to do and I look forward to working 
with you. 

Personally, I think that the two areas we must concentrate on 
are auditor independence and analysis issues. I was one of those 
who urged your predecessor to slow down a little on the auditor 
independence issue. I thought he was trying to ram a major rule 
through and taking side in an industry fight without the proper 
vetting. 

Though I still think that we were moving just a little too fast at 
the time, I think that we must have a true auditor independence. 
Although the firms have split off their consulting arms, we should 
codify that split into law. If you audit someone, you should not be 
able to do their business consulting. 

I am also very concerned about the Chinese walls between ana- 
lysts and their firms. In another committee, we had some analysts 
from three major credit-rating agencies. It is still beyond me that 
despite all the information they are supposed to have that the pub- 
lic does not get to see, that they did not lower Enron’s credit rating 
until 4 days — 4 days — before it filed for bankruptcy. 

I spent 25 years in the securities business. We had Chinese walls 
at the firms that I worked at. But believe me, I and the rest of the 
people that worked in that firm knew what was going on. 

We must make sure analysts protect the investor they are advis- 
ing, not the position of the firms they represent. I am happy to see 
that you are going to hold an inquiry into the SEC’s regulation of 
the credit-rating agencies. 

Chairman Pitt, once again, I want to thank you for testifying 
today. I look forward to hearing from you. 

Thank you, Mr. Chairman. 

Chairman Sarbanes. Thank you very much. 

Senator Corzine. 

COMMENTS OF SENATOR JON S. CORZINE 

Senator Corzine. Thank you, Mr. Chairman. Let me echo the 
comments of my colleagues that I think you have run an out- 
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standing series of hearings that I think you could almost categorize 
as a seminar on the issues of financial reporting and accounting. 

I am not sure any of us will get passing grades, but we are going 
to try when we get around to dealing with suggestions on reform. 

I truly appreciate it. It has been enlightening. I have learned a 
lot and it has been very helpful. I thank Senator Dodd for his help 
with trying to start working on those final papers that we are put- 
ting forward with regard to some of these issues. 

I think there is much to be derived from these hearings in trying 
to make sure we come up with a balanced and sensible approach, 
one that doesn’t overreach, but builds the investor confidence that 
I think we need to have strong working, functional capital markets. 

I also want to say thank you to our witness, Chairman Pitt, for 
his service. I hope that sometimes when disagreements occur, it is 
not in any way interpreted as anything other than the challenges 
that one has with intellectual arguments about how we best get to 
an end goal that I think we all agree on. 

Your intellect and integrity, in my mind, is unquestioned. The ef- 
forts of the SEC and its response, particularly through enforcement 
activities, I think has been strong and one that is of due process. 
And I congratulate both you and the SEC for those efforts. 

I hope that we can all certainly win on one issue together in a 
very bipartisan manner, making sure you have the resources that 
allow the SEC to do the job that it needs. 

I know this is important to the Chairman and to all of us on the 
Committee, to make sure the SEC, which provides oversight to a 
$10 trillion economy, is not going to war with BB guns and sling- 
shots in a world that is extraordinarily complicated today. 

So, I look forward to the Chairman’s comments and moving on 
to some of the work on the final papers. 

Chairman Sarbanes. Thank you very much, Senator Corzine. 

Senator Enzi. 

STATEMENT OF SENATOR MICHAEL B. ENZI 

Senator Enzi. Thank you, Mr. Chairman, and thanks again for 
holding another in this series of hearings that is helping to educate 
all of us on a number of situations, particularly accounting. 

Chairman Sarbanes. We have brought joy to Senator Enzi’s life. 

[Laughter.] 

He is the only accountant in the Senate. Maybe in the Congress. 
I am not sure. 

Senator Enzi. No, there are five in the House. So there is kind 
of a limit of one of us per hundred. 

[Laughter.] 

Senator Gramm. You don’t want to enliven the party too much. 

[Laughter.] 

Senator Enzi. This is the next best thing to March Madness. 

[Laughter.] 

I am very much looking forward to hearing Chairman Pitt’s com- 
ments. I know this is another appearance before us and I want to 
thank him for the meetings and the phone calls that he has also 
had with me, and in addition, the participation of your head ac- 
countant, Mr. Herdman. 
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It has been very helpful in giving me a better understanding of 
what is going on, and I cannot think of many other chairmen of 
agencies who have had the workload that you have had and the 
issues of importance placed on them in such a short timeframe. 

I think you have performed remarkably well and I want to com- 
mend you for that. 

Mr. Chairman, what has happened to the confidence in our mar- 
kets and in our financial reporting system is alarming. Without the 
confidence of the individual investor, our markets cannot work. The 
small investors have the important role of providing needed liquid- 
ity in our markets and allowing companies to raise the capital re- 
quired to grow the economy and increase the number of jobs in our 
country. 

The characteristics inherent in our capital formation process are 
why we are the envy of the world. We are considered to be the best 
at what we do. Recently, probably partly because of the efforts of 
Congress, a little bit of the gleam has been taken off, but, hope- 
fully, we can restore that without damaging the system we have. 

I am encouraged to see that there is a new focus on the role of 
accountants. I am really very excited about this. I am told that in 
classrooms across the country, kids are saying, what is this ac- 
counting stuff that is so powerful that it destroys companies like 
Enron? 

Now that they see it as a really sexy profession again, there are 
a lot more inquiries and a lot more people going into it. 

But mostly what it is, is an opportunity for the companies them- 
selves to get people across the country to understand what auditing 
is. Normally that is kind of a glaze-the-eyes-over situation. 

The only way we have been able to get around that is to throw 
in this consulting thing because consulting has more appeal than 
auditing. I think a lot of people think of auditing as storm troopers 
from the IRS descending on your home to check your taxes, doing 
it in a few minutes, assessing some penalties and leaving. Instead 
of the very lengthy and detailed process that accountants actually 
have to go through, particularly when they are exploring a com- 
pany as big as Enron or any other of the big companies, or even 
some of the smaller ones that file with you. 

I do have a lot of small businessmen across the country who are 
contacting me and saying, please do not make us pay for two au- 
dits. When I ask what they are saying, they say, well, the auditor 
goes through all of my books and everything and he sits down with 
me and I say, what did we do wrong? He tells me. Then I say, what 
should we do better? He says, whoa, that is consulting. You will 
have to hire somebody else, to look through the same set of books, 
pay them the same money, but I just do not want any liability at 
this point for answering those questions. 

It has been a traditional role that accountants have played. In 
the bigger companies, if we draw the lines too closely, then we have 
the problem of them not being able to get the kind of expertise they 
need to be able to understand the company that they are auditing. 

I do appreciate all your patience and the way that you have 
looked at this and would love to know how some of the investiga- 
tions are going, but know that that is not territory that we can get 
into yet, although it is probably territory that we ought to look at 
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before we make massive decisions on behalf of the very successful 
business community across the country. 

I do hope that we will be careful when crafting legislation. What 
has happened with Enron is a terrible thing. We cannot overreact 
with legislation as a response to Enron, particularly before we 
know some of the details on what happened with Enron and Global 
Crossing and the other companies that have come to light recently. 

It is important to remember that what happened at Enron was, 
in all likelihood, already illegal and the persons responsible I trust 
will be punished. But what we are going to do will have far-reach- 
ing ramifications. 

So, I do urge all Members to take the time to completely under- 
stand the impact of the actions and I thank you for being willing 
to testify here today and I thank the Chairman for making all of 
this possible. I look forward to working on the issue. 

Thank you, Mr. Chairman. 

Chairman Sarbanes. Thank you very much, Senator Enzi. 

Senator Gramm. 

STATEMENT OF SENATOR PHIL GRAMM 

Senator Gramm. Well, Mr. Chairman, first of all, every time we 
have one of these hearings, I say something good about you. I know 
that at some point in this process, when something bad needs to 
be said, that you are going to remind me of all the good that I have 
said. So, I want to be careful. 

But I do want to say that I have been proud of this Committee 
on many occasions. And I am very grateful that the most important 
decisions we are going to make in the wake of the problems that 
we have had in the last year will be made in this Committee. 

I think that the Congress and the country will be blessed by that 
being the case. 

First of all, we know more about these issues than anybody else 
because we deal with them all the time. Second, we have a lot of 
people who want to do something on a bipartisan basis. It is very 
important that we try to achieve that because if we do, I think that 
our product will stand the test of going to the floor and will ulti- 
mately become law. 

I would like to also say that I am very proud of how you have 
conducted these hearings on a forward-looking basis. So much of 
what has been done in Congress has been finger-pointing for the 
media, which I think has not reflected glory on the Congress. 

I think everything you have done forward-looking about what is 
the problem and how can we fix it and what contribution can we 
make, I think that is what, at least when we were schoolboys, we 
read about in these textbooks that Congress was supposed to do. 

So, I want to congratulate you. 

I am very glad to be here with the Chairman of the SEC, Harvey 
Pitt. I cannot imagine anybody with a better background to deal 
with these problems than Harvey Pitt. 

I know there are some people who think that, well, if you have 
had association with accounting firms, whether you brought actions 
against them at the SEC or whether you have defended them, and 
Harvey Pitt has done both, that somehow, you are corrupted. 
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In fact, as some of you know, I have a son who is a rock star. 
He took Latin and Greek in college, so he has no production skills. 

[Laughter.] 

After much prayer and help from God, he is now in business 
school. So, as he was off to business school in New York, the first 
course he had to take was in accounting. He said, “Pop, what ex- 
actly is accounting?” And I did not realize it at the time, but he 
is qualified to be on this accounting standards board because, obvi- 
ously, he knows nothing and therefore, he cannot be corrupted. 

[Laughter.] 

I have a very strong feeling about experience and knowledge. I 
do not believe in guilt by association. And I think that your broad 
experience and your knowledge and understanding is a great asset. 

I would like to say, Mr. Chairman, that we are going to give you 
the tools you need. I do not believe we are going to write account- 
ing standards in this Committee. I hope we do not in the Congress. 

Ultimately, you are going to be the person that puts the program 
into effect. And I would just like to say that, given your back- 
ground, given your experience, and given your proven integrity in 
everything you have done, I could not be more confident in anybody 
than I am you. I think we are very blessed to have somebody with 
your background at the SEC at exactly this moment. 

Finally, clearly, I saw a front page Business Week article about 
you — I have always thought of Business Week as being a corporate 
socialist magazine. I hope they are listening. 

[Laughter.] 

I hope you will exercise your good judgment and your experience. 
And you are not standing for election anywhere. It is very impor- 
tant, given the parameters of the law, that you exercise positive 
judgments in looking at benefits and costs and that you do what 
is right. I have confidence you will. So, I want to thank you and 
I am glad you are here today. 

Chairman Pitt. Thank you. 

Chairman Sarbanes. We want you to do what is right without 
any reluctance, if I can refer back to the article that Senator 
Gramm talked about. 

Chairman Pitt, we are pleased to have you here. We would be 
happy to hear from you. 

STATEMENT OF HARVEY L. PITT 

CHAIRMAN, U.S. SECURITIES AND EXCHANGE COMMISSION 

Chairman Pitt. Thank you, Mr. Chairman, Senator Gramm, and 
Members of the Committee. 

I am pleased to appear here on behalf of the Securities and Ex- 
change Commission. Before I discuss some of the critical issues be- 
fore this Committee, I do want to take a second to thank each of 
you for the kind words and for your support. 

Senator Bunning, I do want to assure you that I think I have the 
greatest job in this country, and I am not interested in returning 
to private practice, either now or potentially, ever. This is a great 
job. Not that I will stay here forever, but this is a wonderful job 
and I wouldn’t change it for anything right now. 
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Chairman Sarbanes. Actually, you are not even yet into the 5 
year term. You are still doing the excess over the 5 year term, if 
I am correct. 

Chairman Pitt. Yes, that is correct. I did take a 99 percent pay 
cut, however. 

[Laughter.] 

I have followed with enormous interest and admiration the 
issues this Committee has explored the past 2 months. I commend 
the thoughtful and deliberative approach the Committee has taken 
under Chairman Sarbanes’ leadership. In the face of crises and 
their concomitant turmoil, it takes patience and restraint to de- 
velop a full legislative record. 

Chairman Sarbanes, I congratulate you on this approach. I also 
want to thank you, Mr. Chairman, as well as Senator Gramm and 
the Full Committee, for the strong bipartisan support that this 
Committee has expressed for funding pay parity and our need for 
additional resources. 

My tenure at the SEC is still relatively brief, although some 
days, it seems as if I have been here much longer. 

Three crises occurring at the outset of my tenure — September 11, 
Enron’s bankruptcy, and last week’s indictment of Arthur Ander- 
sen — focused national attention on the need for meaningful reforms 
of the laws and rules we administer. 

Both Congress and the Commission must act: The Commission, 
through regulation and enforcement, which has the benefit of im- 
mediacy and flexibility; and the Congress, through legislation, 
which has the advantage of extending our reach and authority 
where appropriate. 

We cannot act independently of one another. We must act in con- 
cert if we are to restore public confidence in our markets and make 
the world’s best capital markets even better. You have my commit- 
ment that we will continue to do precisely that. 

At my confirmation hearing, Senator Dodd gave me some sage 
advice. He said: “Your job is not to become the most popular guy 
in town. It is to be the guy that actually will look at us and tell 
us, no matter how unpopular it may be, that you have an obli- 
gation to do what is really right on behalf of investors in this 
country.” 

I am positive I have satisfied the first prong of Senator Dodd’s 
advice. I am not the most popular guy in town. Today, I hope to 
satisfy the second prong of Senator Dodd’s counsel. I will tell you 
in unvarnished tones what we think must be done to restore public 
confidence and to repair the critical aspects of our system that 
have remained broken for far too many years. 

In response to recent events, I believe that we need to address 
three overarching reform needs. 

First, disclosure by public companies must be truly informative 
and timely. Of course, it has to be honest. 

Second, oversight of accountants and the accounting profession 
must be strengthened and the accounting principles that underlie 
financial disclosures must be made more relevant and more com- 
prehensible. 

Third, the governance of American companies must be upgraded. 
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We have already taken or announced a large number of signifi- 
cant initiatives. 

In cautionary advice issued on December 4 of last year, we pro- 
vided guidance on the appropriate use of and limits on pro forma 
financials and we followed that with an enforcement action to back 
up our statements. 

We issued further cautionary advice on December 12, setting 
forth the initial requirements and guidance on the obligations of 
public companies to disclose critical accounting principles. 

On December 21, we announced our staff would monitor annual 
reports submitted by all Fortune 500 companies in 2002. This ini- 
tiative significantly refocuses and improves our review program for 
financial and nonfinancial disclosures by public companies. 

On January 17, we announced our preliminary — and I stress pre- 
liminary — concept for a new private-sector regulatory body to over- 
see the accounting profession. 

On January 22, we identified issues in management’s discussion 
and analysis to be addressed in 2001 fiscal year-end reports regard- 
ing off balance sheet financing arrangements. 

On February 4, the securities industry and its self-regulators, 
acting with our guidance, announced proposed rules to create more 
transparency for analyst recommendations. 

On February 13, we announced proposals to address aspects of 
corporate disclosure needing immediate improvement. Also on Feb- 
ruary 13, we called upon the New York Stock Exchange and the 
Nasdaq to look at specific components of corporate governance, and 
they have responded remarkably. 

This past Monday, we released orders and temporary rules in 
order to assure a continuing and orderly flow of information to in- 
vestors and the U.S. capital markets in light of Arthur Andersen’s 
indictment. 

On Tuesday of this week, the Commission commenced a formal, 
quasi-legislative investigation into the activities and effects of rat- 
ing agencies on our capital markets. 

On March 13, we brought an action against the former CEO of 
a public company seeking to recoup bonuses, options, and salaries 
paid for financial performance that was a sham. This was a land- 
mark effort by the Commission’s Enforcement Division. 

Before turning to the three-pronged approach we believe that you 
and we should take together, I want to add a word about the need 
for legislation and additional regulation. 

I have said many times already that I do not believe that new 
legislation or new regulations are the key to solving every problem. 
I do believe, however, that we must respond to a unique crisis of 
confidence created in our capital markets and I want to assist this 
Committee in developing a sound legislative proposal and to work 
with you to tailor our concepts of necessary regulations. 

In short, I support your efforts, Mr. Chairman, and those of the 
Committee to take prompt and appropriate steps. Whether or not 
we always agree on the solutions, this Commission will always 
agree to assist you in achieving your objectives and implementing 
your legislative directives. 

We have begun enhancing our corporate disclosure system. The 
reforms we contemplate are aimed at improving the quality and 
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timeliness of financial disclosure. The Management’s Discussion 
and Analysis (MD&A) Section of disclosure documents is meant to 
be for investors a narrative explanation of, and provide the context 
for, companies’ financial statements, so that investors can see the 
companies in which they invest through the eyes of management 
and understand the risks to a company’s earnings and cashflow. 
MD&A is the cornerstone of our system of corporate disclosure and 
it must be improved. 

The rule reforms to Management’s Discussion and Analysis that 
we contemplate include: Codifying principles that we suggested 
companies adopt voluntarily in December to identify their most 
critical accounting policies; mandating specific disclosures con- 
cerning relationships with entities that have a great impact on a 
company’s financial condition, such as off balance sheet financing 
arrangements; and improving disclosures relating to key trend in- 
formation without converting our disclosure system into an attrac- 
tive nuisance for increased litigation. 

In addition to these planned MD&A disclosure reforms, we have 
in mind two very different initiatives, both of which are still in the 
conceptual stage, to improve the quality and utility of our corporate 
disclosure system. 

First, we believe investors would benefit if companies produce 
clear and concise financial statements that allow readers to explore 
whatever layer of detail they wish. This would not be an initiative 
to “dumb-down” financial statements, but an effort to give compa- 
nies the flexibility to produce and to disclose financial information 
in layers. 

Second, we can improve the corporate disclosure system by in- 
creasing the CEO’s individual accountability for his or for her 
company’s disclosure. We intend to implement the President’s di- 
rective to us to require CEO’s to certify their company’s annual and 
quarterly filings in a meaningful way. We are also considering rule- 
making to require corporations to adopt procedures designed to 
bring important information to the CEO’s attention. 

Third, we intend to impose obligations on companies to report 
immediately any transactions by corporate insiders, including 
transactions with the company. This would quickly address an 
issue that is circumscribed by existing statutes and rules. Cor- 
porate insiders need not file reports of their activities in their com- 
pany’s stock for as long as 40 days after the transaction. And a few 
years ago, the Commission adopted a rule that permits insiders to 
delay filing trading reports for up to a year if, as in Enron’s case, 
the trades are directly with the company. While we seek to require 
faster and better disclosure by rule, a legislative solution here 
would be very helpful. 

Fourth, we intend to expand significantly the list of items to be 
disclosed by companies between their quarterly and annual reports. 
At present, only five events require intra-period disclosure. We pro- 
pose to add about a dozen new significant events to that list. Over 
the longer term, we also will implement amendments to the basic 
framework of the reporting system to require public companies to 
disclose vital information on a current basis. Our present laws only 
provide investors with a still life picture of a company. We want 
to provide them with a moving picture. 
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We also believe there are a number of ways that corporate gov- 
ernance standards can be improved to strengthen the resolve of 
honest managers which may have eroded in recent years, due in 
part to the increasing pressures to meet elevated expectations. We 
do not, however, contemplate changing the basic division of labors 
between State governments which regulate corporate behavior and 
the Federal Government, which regulates securities transactions. 

To this end, last month we asked the NYSE and the Nasdaq to 
review their listing standards on a number of important issues, 
including officer and director qualifications, continuing legal edu- 
cation, and codes of conduct for public companies. And we sepa- 
rately asked Financial Executives International to review its code 
of ethics in light of recent developments. The private sector and the 
self-regulatory bodies have been responding in a way that is quite 
gratifying. 

Perhaps the most pressing need is the reform of our accounting 
system. We see the need for reform in two areas — the regulation 
of accountants who audit financial statements of public companies 
and regulated entities, and the process of setting substantive ac- 
counting standards. 

The number of sudden and dramatic reversals of public compa- 
nies’ financial conditions calls into question the regulatory system 
currently used to oversee the quality of the audits of public com- 
pany financial statements. 

Therefore, we propose a new private-sector regulatory body, the 
Public Accountability Board, to direct periodic reviews of account- 
ing firms’ quality controls for their accounting and auditing prac- 
tice, as well as discipline auditors for incompetent and unethical 
behavior. This PAB would replace the system of self-regulation, to 
which the accounting profession is currently subject, such as the 
current system of firm-on-firm peer reviews overseen by the POB, 
under the aegis of the AICPA. 

There is substantial consensus on this point. Indeed, the AICPA 
and the major accounting firms have embraced the need for this 
change to restore public confidence. The PAB would supplement 
our own enforcement efforts by adding a tier of ethical and com- 
petence requirements beyond legal prohibitions and requirements. 

Such two-tier regulation has been successful in the securities 
industry. While the SEC is well suited to bring actions for fraud 
and such, private regulation can govern conduct that may not be 
unlawful, but that should be deemed unethical or incompetent. 

We believe the PAB should be comprised predominantly of mem- 
bers currently unaffiliated with the accounting profession. But we 
do, however, believe that the public will benefit if the PAB includes 
some members, a minority, from the accounting profession who 
would bring necessary expertise to the process. 

To assure the quality and independence of the members, the se- 
lection of the initial group of PAB members should be made by the 
Securities and Exchange Commission and future selections subject 
to SEC approval. 

In addition to independent membership, we believe the PAB 
should have a secure and independent funding source. We propose 
a system of involuntary fees to be imposed on all who benefit from 
financial audits, including, but not limited to, the accounting pro- 
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fession. It is also important that we take steps to ensure that audi- 
tors are perceived as being, independent of their audit clients. 

The Commission adopted rules on auditor independence less than 
18 months ago, after considerable study and discussion. A number 
of those rules have not even become effective yet. The Commis- 
sion’s new requirements provide a framework to be applied to any 
proposed nonaudit service to determine whether it is inconsistent 
with independence. We believe this is the correct approach. 

Therefore, we believe these rules should be tested, but reformed 
if problems are shown to exist. 

It is useful to recall in this context that there were large audit 
failures long before accounting firms had any significant consulting 
business. Merely mandating the separation of consulting from au- 
diting to create an audit-only firm, as some have suggested, does 
not guarantee an audit failure-free future. 

For one thing, an audit-only firm also would be more dependent, 
not less, on their audit clients, and a single large audit client could 
exert far more influence on such a firm than is the case with firms 
that have multiple sources of revenues. Moreover, information that 
can be gained through consulting engagements often is useful in 
performing audits. 

Auditor independence is a complex subject. It cannot be resolved 
by simplistic solutions. We are opposed to those who say that ac- 
counting firms as a whole should be restricted to providing only 
audit services. That is not the same as saying they should be able 
to provide both auditing and consulting services for the same cli- 
ent. But even there, we urge you to decline to adopt legislation that 
forecloses our flexibility. 

Auditor independence is a dual-faceted problem. But most impor- 
tantly, those who perform the actual audits must be completely 
free of any pressures to waiver from absolute and meticulous appli- 
cation of accounting principles. When engagement partners are 
given additional compensation for cross-selling consulting services 
to the same client, they are exposed to the potential of divided loy- 
alties. We believe those practices need to be banned. 

At the firm level, the critical goal should be to both require and 
incentivize firms to supervise and oversee the audit team to make 
sure they perform audits not solely within the letter of auditing 
principles, but at the highest level of integrity. One of the best 
ways to do this is to have a vigorous auditing quality control re- 
view process, something the PAB could do. Each major firm should 
be reviewed by the PAB every year, not every 3 years as the POB 
does it, and be at risk to lose valued clients if their audits aren’t 
deemed to be of top quality, whether or not they comply with mini- 
mal standards. 

While we have statutory authority to establish accounting stand- 
ards for public companies, for over 60 years we have looked to the 
private sector to provide the initiative in establishing accounting 
principles. We continue to support private-sector standard setting. 

But the SEC has historically abdicated far too much of its obliga- 
tion to ensure that accounting standards meet the objectives of the 
Federal securities laws. Consequently, we plan to take a more ac- 
tive role to ensure that standards are implemented that benefit 
markets and investors. 



1071 


Going forward, we plan to use our existing authority to oversee 
the standard setting process to ensure that it functions in the best 
interest of investors by broadening funding sources and making the 
funding fees involuntary, meaningfully participating in the selec- 
tion of the members of the FASB and setting the FASB’s agenda, 
exercising our authority to review standards actually adopted, and 
ensuring that the FASB promulgates principle-based standards 
which adopt faster to changing business environment and empha- 
size overall accuracy and completeness. 

There are additional areas where we need the assistance of Con- 
gress to implement our initiatives and to take other important 
steps in improving the integrity, quality, and timeliness of the cor- 
porate disclosure system. 

The present securities laws authorize us to petition a court if we 
want to bar officers and directors who break our laws. We could 
use this tool more effectively and protect investors far more effi- 
ciently if we could impose this sanction administratively. 

This would be akin to our authority to bar individuals from the 
brokerage industry and also akin to the authority of the banking 
regulators to bar future service by banking officers and directors. 

A related tool is statutory flexibility to seek civil contempt pen- 
alties for those who violate prior judicial or administrative sanc- 
tions and restrictions. We now have to ask the Department of Jus- 
tice to pursue those cases for us. Also, under existing law, penalties 
are capped at $120,000, or the gross amount of pecuniary gain for 
each violation, even for fraudulent disclosure violations. 

We would like to increase this amount so it is a more meaningful 
deterrent and we also would like the authority to impose penalties 
directly rather than seeking them through the courts. 

The last area I wanted to address briefly is the Private Securities 
Litigation Reform Act (PSLRA) of 1995. Some have urged its re- 
peal. We think it appropriate to express the Commission’s position. 
Private litigation, when properly formulated, is a very necessary 
supplement to the SEC’s mission. The data to date, however, dem- 
onstrates no erosion of investor rights in the PSLRA’s wake. We 
strongly urge you to refrain from making any changes in that legis- 
lation in the absence of compelling empirical support. 

We look forward to continuing to work with you to make sure 
that we discharge our obligations prudently, generously, and in the 
spirit with which the Federal securities laws were adopted — to pro- 
tect investors and maintain the integrity of the securities markets. 

I thank you for the opportunity to testify today. I ask that my 
written testimony, which, unbelievably, is even longer than my oral 
statement, be made a part of the record, and I am pleased to at- 
tempt to respond to any questions the Committee may have. 

Chairman Sarbanes. Thank you very much, Chairman Pitt. The 
full statement will be included in the record and we appreciate the 
obvious time and effort that went into its preparation. 

Let me start right off. There is a headline in the morning paper 
on the basis of your testimony yesterday on the House side that 
says: “Ease Up On Accounting Curbs, Pitt Says.” So now what 
accounting curbs are there that you think should be eased up on, 
because most of the testimony we have been hearing has been sug- 
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gesting that we ought to have additional curbs of one sort or an- 
other. They vary in the extent. 

Chairman Pitt. I think even the reporters who write stories for 
various newspapers will tell you that they have no control over the 
headlines. But any resemblance between that headline and what I 
testified to yesterday is purely coincidental. 

I do not believe that accounting principles or curbs should be 
eased up. What I do believe, Mr. Chairman, is consistent with the 
approach you have taken, that we should progress in a measured, 
thoughtful way, that to the extent that we believe there are con- 
flicts created by firms providing more than one service to a firm, 
we should have the power to outlaw those, to ban them. 

But to write in stone the notion that no one can provide, say, 
both accounting and consulting services in a firm, or even to say 
no consulting services can be provided to any audit client, would 
put us back in a situation that this Congress faced just a few years 
ago with the Glass-Steagall Act. It was adopted in 1933 and it took 
nearly 70 years to undo some of the iron-clad restrictions in that 
legislation. 

All I am saying is that we hope that you will proceed with a 
flexible approach, not one that assumes an absolute position on 
these services. 

Chairman Sarbanes. Let me try to parse that out because I need 
to get the benefit of where you draw the lines. Do you think an ac- 
counting firm should be able to provide consulting services to an 
audit client? 

Chairman Pitt. It depends on what the definition of consulting 
services is. 

Chairman Sarbanes. Okay. If I can just pursue it. 

Chairman Pitt. Sure. 

Chairman Sarbanes. In other words, you entertain the notion 
that there should be some consulting services that an accounting 
firm should not provide to an audit client. 

Chairman Pitt. Absolutely. 

Chairman Sarbanes. In fact, the big accounting firms have 
themselves now, as I understand it, identified at least two such 
services. Is that correct? 

Chairman Pitt. They have. 

Chairman Sarbanes. Internal audit, and I think IT work. Is that 
correct? 

Chairman Pitt. Yes. But I think they have gone further. Most 
of them are now just severing all consulting work from their oper- 
ations. That is a matter of choice. But I think they do not believe 
they have any choice. 

Chairman Sarbanes. Now, you say in your statement that the 
Commission has now put in a framework applied to any proposed 
nonaudit service to determine whether it is inconsistent with inde- 
pendence. And you note that Arthur Levitt, the former Chairman, 
endorsed the existing rules as they had been revised. 

I think it is important to note, because we had Levitt before us, 
and he said: 

Two years ago, the SEC proposed significant limits on the types of consulting 
work an accounting firm could perform for an audit client. An extraordinary amount 
of political pressure was brought to bear on the Commission. We ended up with the 
best possible solution given the realities of the time. I would now urge, at a min- 
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imum, that we go back and reconsider some of the limits originally proposed. While 
I commend the firms for voluntarily agreeing not to engage in certain services, such 
as IT work and internal audit outsourcing, I am disappointed the firms have re- 
mained silent about consulting on tax shelters or transactions, such as the kinds 
of special purpose entities that Enron engaged in. This type of management con- 
sulting only serves to help management get around the rules. 

So that is his current posture. 

Chairman Pitt. At the time that the changes in the rules were 
adopted, and I think we have attached the quotes for the record, 
he said that the rules that he was announcing were better than an 
absolute ban. And that was his precise word — “better” than an ab- 
solute ban. 

He has a perfect right to change his position. My difficulty is 
that some of the things that were put in at that time have not even 
gone into effect yet. 

All I am saying is that before we write in legislation in a way 
that curtails our ability to be flexible, I urge that this Committee 
write with a much more flexible stroke. That is my only point. 

I do believe that there are potential conflicts, as I have said, but 
I do not believe, for example, that doing tax work where you are 
trying to figure out what the consequences are of certain trans- 
actions, is necessarily detrimental, particularly if the firms would 
lose their tax competence if they had to sever all of those tax ef- 
forts. Those are the types of things that I would like us together 
to have the flexibility to deal with. 

Chairman Sarbanes. Well, my recollection of his testimony, and 
I see my time has expired, was that he did not take that position 
on the tax work and in fact, left that open, at least certain impor- 
tant aspects of it, to be engaged in. 

I think it is very important that we focus very directly on these 
different questions because you may not be out to ban all con- 
sulting services, but you may make the judgment that there are 
certain services that just ought not to be done. 

We had the Superior Bank failure — that is not under your jur- 
isdiction. And the accounting firm that did the audit was the 
accounting firm that structured the process by which the residual 
interests would be valued. 

So then they set up this process for the valuation of the residual 
interests and then they came along as the auditor and of course 
they accepted the valuation of the residual interests that had 
emerged from their process. 

One wouldn’t expect anything less, presumably. But of course, 
that was the whole genesis of the ultimate collapse of that banking 
institution and a hit to the fund which we now estimate is — well, 
we are not sure — probably $350 to $400 million. 

Chairman Pitt. I am with you 100 percent on the notion that 
providing auditing and consulting services for the same client can, 
and in a number of situations, clearly does, create conflicts that we 
ought to eliminate. 

What I am saying is that, as I think former Chairman Levitt’s 
testimony here and his statements to the press when he adopted 
the rules show, people change their minds. 

At the time the Commission adopted those rules, I received a call 
from Chairman Levitt asking me to talk to Members of Congress 
to urge them not to draft legislation establishing what the rules 
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would be. And that is all I am saying today I believe the case 
should be. I think you should tell us what standards you want us 
to adhere to, but trust us to have the flexibility to understand 
whether a particular service helps or hurts. 

Chairman Sarbanes. Fine. I am going to yield. Let me just be 
clear. We are talking here about public companies, as I discuss this 
issue, because that is where the investor protection issue comes in. 

Chairman Pitt. And regulated entities. 

Chairman Sarbanes. Yes. So that the nonpublic company — none 
of the limitations we are talking about would apply in that cir- 
cumstance. 

Chairman Pitt. They wouldn’t, sir, but the problem you would 
have is that you could not hire anyone competent if they could not 
provide services for certain types of firms. That doesn’t get to the 
question of whether they should be allowed to perform these serv- 
ices for their audit clients. But unless you have a scope of practice 
that is broad-ranging, the best people will go some place else. 

Chairman Sarbanes. I just want to address the cascading-down 
argument that we are hearing that says, I am a small accounting 
firm in a small town and I represent small businesses, none of 
which are publicly listed. They view this with some sense of horror 
because they think, what is going to happen with respect to the 
publicly-listed companies is going to reach them. 

Now the counter to the cascading-down is you get a deterioration 
to the lowest denominator. Obviously, it is clear all companies and 
those who audit them, once they list, have different responsibilities 
because you are drawing in the public markets and the investors. 

So it is a different arena in which we are dealing. Because we 
heard from the accountants and they are concerned about that and 
I can understand they would be concerned about that. I think most 
of us are sensitive to that concern, but I think it can be dealt with. 

Well, I have gone beyond my time here. 

Senator Gramm. Mr. Chairman 

Senator Bunning. I yield to the Ranking Member. 

Chairman Sarbanes. All right. Senator Gramm. 

Senator Gramm. Mr. Chairman, I think you put your finger on 
a very important part of what we have to deal with. I think it is 
important to note that not every public company is listed on the 
New York Stock Exchange, that in most little towns, a lot of the 
companies are public and they have over-the-counter traded stock. 

Chairman Sarbanes. On the Nasdaq. 

Senator Gramm. On the Nasdaq or just simply locally traded. 

I am just saying it is important to define what is a public com- 
pany, and as I would define it, it is any company where you have 
stock that is owned by a group of people and you have a set of cor- 
porate governance. And I am just saying that that would not be un- 
common for a fairly good-size local plumbing operation. 

Chairman Pitt. Your point, Senator, is more articulately made 
than what I was trying to say to Chairman Sarbanes. I believe that 
if you have a one-size-fits-all rule, you can stifle competition, you 
can hurt smaller companies. Even small public companies may 
need different treatment. 

I am not prepared to say today that that is necessarily the right 
thing. I am prepared to say that we should have the flexibility to 
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tailor whatever standards are raised based on further information 
in light of different circumstances. 

Senator Gramm. Well, let me go with my questions and my point. 

I guess I have two concerns about just mandating that if you are 
in the audit business, you are only in the audit business. The one 
is that you mentioned, and that is the isolation from expertise in 
areas that are critical to auditing. I think the art of this thing is 
deciding what areas provide the expertise and attract the real tal- 
ent into accounting we want, and that minimize a conflict. 

Conflict of interest exists, and there is no way it can be elimi- 
nated. You are being paid by the company, for one thing. 

Chairman Pitt. Exactly. 

Senator Gramm. The question is finding that point at which you 
haven’t narrowed down the knowledge of the auditor so much that 
they really have to rely on the company for so much information 
that they are doing a nominal audit rather than a real look at the 
company. So that is what I would call the isolation problem. 

The second problem has to do with a smaller company that can- 
not hire two accountants, where you have the practical problem. 
And many of those companies are public in the sense that they 
have over-the-counter traded stock, not necessarily on Nasdaq, but 
that might just be traded locally in Maya, Texas, and over some 
regional exchange. 

I want to thank you for the comment about security litigation. 
I would have to say that I think that bill was a very important con- 
tribution. There was a real abuse. I think we took important steps 
to close that loophole. I know there are a lot of people who would 
like to open it up again and that would like to take advantage of 
the situation we are in. But is it not true that more money has 
gone to people who filed lawsuits since that litigation reform than 
was going to them before? 

Chairman Pitt. The statistics I have seen are that there has 
been no diminution in the number of actual class actions filed, but 
the settlement levels have increased remarkably since the legisla- 
tion has been in effect. That could well be attributed to the notion 
that there are better suits being brought now, so they get higher 
settlements. 

Senator Gramm. Let me touch real quickly before my clock runs 
out on a couple of other things. 

I am a little bit concerned about nonaccountant majorities on 
these oversight boards. And I sense maybe my view is a minority 
view, which is not uncommon. But it seems to me that there are 
two functions here. One is discipline and the other is setting stand- 
ards. And maybe one of the ways we can bring people together is 
on the overall board that disciplines accounting and that we might 
give some strengthened ability to gather information and to make 
judgments. Maybe on that you would want a majority of non- 
accountants. But where you are setting accounting standards, I 
think you clearly want a great preponderance of people who are 
accountants. 

I am wondering what you would think of trying to separate those 
two things out. 
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Chairman Pitt. Senator, in our written statement, we make the 
observation that discipline or quality control judgments have to be 
made by a group that has no incentive to pull their punches. 

Senator Gramm. I agree with you. 

Chairman Pitt. I think that is consistent with what you are sug- 
gesting. All of the members should have been in or be very familiar 
with the accounting profession. The only issue is, do you have any- 
one who is in practice now? 

My view is, and I have seen this, the difference — some of my best 
friends are academics in law school. I like academics. But they do 
not have the same perspective that somebody who is out in the 
field every single day obtains by seeing problems in their theory. 
That is why you get a rule like Regulation FD, which has a great 
fundamental premise, but reflected a rule that was created by peo- 
ple who had no practical experience applying it. 

Chairman Sarbanes. But two issues are getting mixed up here. 
You can have expertise on the board because people have been 
trained as accountants and worked as accountants, but are not now 
practicing accountants, which of course raises then the difficult 
conflict problem. 

Chairman Pitt. Right. 

Chairman Sarbanes. We did not allow you to continue to be a 
lawyer doing SEC practice when you became Chairman of the SEC. 

Chairman Pitt. That is correct. 

Chairman Sarbanes. So the question becomes, as we deal with 
this board that is obviously coming along, how do we structure it? 

Now, I think it is a reasonable point to say, well, you cannot put 
people on there who do not know anything. And especially in com- 
plicated matters like this. But on the other hand, the notion that 
you are going to take people that are right in the industry, who 
will continue to be in the industry, and put them on the board to 
do these functions, I find 

Senator Gramm. I think once you are on the board, you are on 
the board. 

I see it as two different functions of the board, one discipline and 
the other setting accounting standards. 

Can I just ask one short question now? 

Chairman Sarbanes. Sure. 

Senator Gramm. Another concern I have, and maybe I am the 
only person concerned about it, but I am a little nervous — I under- 
stand a dedicated funding source and I think that is important be- 
cause the power to fund and not fund is the power to influence. 
And I do not want influence coming directly from Congress, not 
that Members of Congress — I had no objection to people standing 
up and saying they disagreed with Arthur Levitt. What I objected 
to was when there was a suggestion that we were going to legislate 
to override what he did. 

Chairman Pitt. Exactly. 

Senator Gramm. That I was opposed to. But I am nervous about 
having this dedicated funding source and making these people so 
insulated from their own profession and from the whole world 
around them. Do you have any thoughts as to how we could do the 
dedicated funding source, but yet, not put these people in a position 
where they never have to meet with anybody, never have to listen 
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to anybody, and there is no vehicle whereby anybody can get their 
attention? That kind of makes me nervous. 

Chairman Pitt. Let me start by saying that the critical nature 
of having a dedicated funding source would deal with some of the 
problems that the POB experienced over time, which is somebody 
comes in and says, if I am doing this voluntarily and I do not like 
what you are doing, I am taking my money and my marbles and 
I am going home. That is unacceptable to us. That is one of the 
reasons why we felt the POB was incorrectly structured and why 
we felt we had to move beyond that. 

You have to have what I call involuntary, you call dedicated — 
we are talking about the same thing. That doesn’t mean that these 
boards should be insulated. The real problem has been, in my view, 
that in the past, the SEC has not been sufficiently involved in over- 
seeing the activities of these private-sector bodies. 

Again, let me just say, and I have told this to the FASB in pri- 
vate meetings, I have said, as long as whatever rule that you come 
up with does not hurt investors and is not absolutely bizarre, even 
though we may not like it, we will support your decision and we 
will not try to get you to undo a decision you have made. 

We will respect that independence. To me that is critical. But if 
the FASB doesn’t go out to the private sector in setting standards, 
then you lose all of the benefits of having a private-sector body. 

So, I feel very strongly that they have to be in touch with people 
and know what is going on. 

Senator Gramm. Thank you. 

Thank you, Mr. Chairman. 

Chairman Sarbanes. Senator Dodd. 

Senator Dodd. Thank you very much, Mr. Chairman. 

This is a very interesting discussion. Let me jump to another 
area. This is one that I would like to pursue because it is a very 
important area. Senator Corzine and myself and a couple of others 
have crafted a draft bill proposal that we hope will become at least 
a starting point to look at some of these ideas, and they touch on 
many of the things that you have testified to today. It is very much 
a work in progress and the hearings have been tremendously help- 
ful as we go back and review some of the ideas and suggestions. 

In the area of consulting and auditing, we have tried in our pro- 
posal to separate out, following the SEC original proposal, so the 
taxation issue, for instance, would be outside, the IT issue, and the 
internal auditing outsourcing, for instance, would be different. 

And then we leave it up to the audit committee, if there are 
other matters which the firm would not quite fit into the auditing 
definition, it would bleed over a bit into the consultative section 
where you could accommodate that, so as not to have such a stark 
line drawn. 

But you have already kind of discussed this and I do not know 
how much further you want to pursue it. But we are trying to 
think creatively on how to get around this issue where you want 
to have a distinction between consultative and auditing functions, 
but you do not want to eliminate those, “consultative functions that 
are critical for performing the audit function.” And how you do that 
is a challenge and we have tried to come up with one idea. It ap- 
pears there may be many. So if you want to comment on that, fine. 
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The other thing is the rotation issue. 

Contrary to some press accounts today, in our proposal, we say 
we have to study this and look at it. I gather you are troubled, and 
I am a little troubled as well. I understand what is behind the idea 
of rotating the firms. But it strikes me, as practically, not terribly 
sophisticated — I understand what underlies the concern about not 
having developing too close a relationship over too many years. 

We do this with ambassadors. We limit ambassadorial service to 
3 or 4 years. Part of the idea was that, after a period of time, even 
people who are the best can forget who they represent in time. 

Senator Gramm. They get client-itis. 

Senator Dodd. You end up discovering that you represent the 
country you are working in rather than the country that sent you. 

Chairman Sarbanes. There is a wonderful story. Can I intrude? 

Senator Dodd. Absolutely. I know the story. It is a great story. 

Chairman Sarbanes. Well, you tell it. 

Senator Dodd. No, you tell it. 

[Laughter.] 

Tell him the story because it is a good one. 

Senator Gramm. Good story. 

[Laughter.] 

Chairman Sarbanes. George Schultz, when he was Secretary of 
State, before every ambassador would go abroad, he would invite 
them up to his office to have a discussion with them. He would go 
over to the globe that he had there and he says, “Point out your 
country to me.” And if they did not point out the United States, 
then they received a lecture from him. 

[Laughter.] 

Senator Dodd. Invariably, in their enthusiasm, they would be 
pointing out the country they were being sent to. And the point 
was, no, no, that is where you are going to work. You are from the 
United States and you are going to represent us. 

Well, that is sort of what is underlying this a bit, I think the mo- 
tivation, that after a while, you can forget that the letter P in CPA 
was put there for a purpose, that this is not just a lawyer-client, 
doctor-patient relationship. 

You have a responsibility beyond the one that is paying you, to 
the person who is looking over your analysis and deciding whether 
or not to invest in that company. And we rely on that individual, 
although we did not pay them, in a sense, to perform a service 
which we are relying on to a great extent to make our financial 
decisions. 

So the notion of having someone who is spending too long a time 
with someone can end up distorting their vision to some degree. 

The problem, the reason we did not write anything in our bill is 
because when Senator Corzine and I were talking about it, I do not 
know how you do this with four or five terms. You are dealing with 
complicated companies where, in the space of 3 or 4 years, you may 
just really begin to understand a highly complex company. There- 
fore, when you start to pull someone out and put someone else in, 
you run into a problem there. 

Second, the accounting firms, as I understand it, and you are far 
more familiar with this, are not cookie cutters of each other. They 
are not mere images of each other, different firms bring a different 
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expertise to the table. Some do energy particularly well. Others 
may do financial services well. And so, by taking one firm and ap- 
plying it, in a sense, assigning it, if you will, to some other com- 
pany when they do not really have the expertise, can pose real 
problems for the P in CPA, for us, the public, who may be relying 
on it. 

But those are our concerns about it. 

Chairman Pitt. I share those concerns, Senator, and I would say 
to you, because I agree with everything you have said, there is a 
tension. 

Senator Dodd. Yes. 

Chairman Pitt. But on the one hand, as my dear mother used 
to say, familiarity can breed contempt, and it also can breed more 
familiarity. 

Senator Dodd. Yes. 

Chairman Pitt. And so, you have to be careful about just how 
people are performing. 

By the same token, empirical data suggests that in the first cou- 
ple of years of a relationship, and particularly as companies grow 
more complex, those are the years when auditors are at their most 
vulnerable. 

So if you think about it this way, let’s say I am an auditor and 
I am going to assume the worst about auditors now, even though 
I do not as a practical proposition. 

In my first 2 years, I am not smart enough to know where all 
the problems are. And in my last year or two, I know I am losing 
this client, so I do not really care, even if I am now smart. 

Now if you have a 5 year rotation, you have knocked off four- 
fifths of the period. That doesn’t answer your concern, however. 
And your concern is the one that bothers me because of the public 
interest. 

I believe the answer to that is to establish standards for the 
audit committee to interview the auditors, to talk to the national 
partners of the audit firm, find out what steps they are taking to 
review the quality, and then on top of that, to have every year the 
PAB come in and do a quality control. 

This would not be a for-cause thing. It would be a quality control. 
And if they find that audits are not being done at the highest 
standards, if they think there is sloppiness or slovenliness, give 
them the power to take away the client. That to me is the incen- 
tive. So that an auditor will know, if I want to keep this client, I 
have to be tougher, not weaker. 

Senator Dodd. Let me ask you quickly. My time is up, although 
the story may have taken some of my time. 

On the individual case where — what did we call it? The cooling- 
off period — people can all of a sudden find themselves moving from 
having done the audit, moving into the company they are auditing. 

There is a logic or an illogic to that that I do not like in the sense 
of depriving people of the opportunity to have careers and so forth. 
But there is also a legitimacy to the concern that someone is job- 
hunting and that dangling out there while you are doing this. 

Even, again, the most honest individual can all of a sudden start 
shading their conclusions here if someone is dangling a pretty sig- 
nificant position. 
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What are your thoughts on that? 

Chairman Pitt. Well, I am troubled by the so-called revolving 
door for exactly the reasons that you have indicated. I think it can 
give rise to potential problems. 

I think, again, however, that it is impossible for any of us to 
write a rule that will deal with every set of circumstances if we try 
to decide it is 2 years, no matter what. 

My view is, first of all, there may be circumstances where a com- 
pany is too small and the ability to get somebody from its auditor 
may provide it with immediate expertise. 

Second, there may be circumstances where because somebody 
has been at the firm, and has some knowledge about the company, 
they can help clean up a mess that has existed. 

So, again, what I would do is say, to me, this is not an area for 
Federal determination. What I would say to the audit committee is 
that, in cases of the so-called revolving door, the audit committee 
should examine the hiring process and decide for itself whether it 
has assurances that the person will operate independently of the 
accounting firm. 

In that case, it may well be that they take the individual and 
maybe they get a different accounting firm or it may be that they 
can do both, or it may be that they look for another individual. But 
because there are so many possibilities, my concern comes with try- 
ing to dictate it. 

I have to say, if I were leaning in either direction, the larger 
companies, which I think have the ability to get more people, this 
argument doesn’t move me as much. And so if you had a rule like 
this and it applied to the larger companies, perhaps that would 
make sense. 

But I think the best rule would be to put the onus, if you will, 
on the audit committee. When I say onus, I mean the judgment. 
Give them the ability to exercise their judgment on behalf of the 
shareholders so that they can deal with special circumstances. 

Senator Dodd. Thank you. 

Thank you, Mr. Chairman. 

Chairman Sarbanes. Senator Bunning. 

Senator Bunning. Thank you, Mr. Chairman. 

In listening to my Ranking Member, Senator Gramm, talking 
about funding sources, it brought to mind the Federal Reserve and 
their independence and their funding source. We have absolutely 
no control over what they do. 

Chairman Pitt. I have noticed. 

Senator Bunning. None. That worries me, too. Believe me. 

I want to ask you this question because my basic tendency is to 
separate auditing from the other functions that auditors are now 
doing, and separate them with a dark, black line and make sure 
that they do not get into the financial consulting business with the 
same firm that they are auditing. 

That is the easy way out. But it also is a way that we get public 
confidence back in the markets. Is there any way you can see that 
we can build true firewalls between the auditors, the analysts, and 
the firms they represent? Is there any way we can keep them from 
knowing what their firms’ positions are on other issues? I do not 
think there is. 
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Chairman Pitt. Let me say this. Firewalls require a lot of effort 
and, to some extent, a leap of faith. Whether it is a large leap or 
a small leap I guess depends on your perspective. But they can 
work. The difficulty is in how you define it. 

Suppose I gave you the hypothetical of Company A that wants 
to buy Company B and merge them, and A is public. They retain 
their auditors to review the companies to give them a sense of 
what the auditors think the combined company might look like, 
and how to value it in that sense. Not a valuation, but just what 
accounting principles might apply. Technically, that is not an 
audit. So, somebody might say, well, that is a consulting service, 
and it probably is. But I think it is a very valuable one. 

Senator Bunning. Let me ask you the question, though. 

Chairman Pitt. Yes. 

Senator Bunning. Does Company A and Company B have the 
same auditor? And if they do, then I really have a conflict. 

Chairman Pitt. There I think Company A would be well advised 
to get somebody else to look at the situation. 

Senator Bunning. Outside. 

Chairman Pitt. Not because the accountants may or may not do 
a good job, but because the shareholders that you report to should 
be confident that they got a fair deal before the bid is made. 

So, yes, that could be a very different factor. And it only proves, 
my point, which is you might say in a lot of cases it is okay, but 
in some cases, it wouldn’t be okay. 

To me, this is why you need a principled basis for saying what 
the criteria should be, as opposed to trying to write a prescriptive 
statute that says, well, you can do some internal audit work, but 
not others, or you cannot do any internal audit work. You cannot 
do any of this. 

The difficulty will always come up, somebody’s going to sit there 
and they are going to have a problem where we will all potentially 
agree, it makes sense to have the skills brought to bear. 

And so, I want to work with this Committee to prevent conflicts 
and to improve independence. But I think the best way to do that 
is by coming up with standards as opposed to coming up with a per 
se ban. 

Senator Bunning. I was in a hearing yesterday where the three 
credit-rating people were. What kind of things are you going to look 
into, are you going to inquire into regulations other than the cur- 
rent ones for credit-rating bureaus? 

Chairman Pitt. I have to start with a fundamental concern. 

We have a couple of rules which establish a category of entities 
called National Securities Rating Organizations, and give them, in 
effect, some form of a governmental imprimatur. But to my knowl- 
edge, we neither do nor probably could do any kind of due dili- 
gence. What happens is somebody comes in and they say, we rate 
one third of all of the public companies in this country and now 
they are okay. 

We want to look at the application of existing rules. We want to 
look at practices by rating agencies that may affect their ratings 
because rating agencies provide more than one service, and they 
too are paid by their clients. 
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So if you had a circumstance, hypothetically, and I am not sug- 
gesting this has happened, where a rating agency was paid for 
other services and somehow, it took a more benign view of a com- 
pany’s credit situation. You have an immediate conflict of interest 
and the public never knows that. 

There is an analogue in the securities laws. Back in 1933, the 
Congress, in its wisdom, passed Section 17-B of the 1933 Act, and 
it says, if you want to make a recommendation about a security 
and you are getting paid to make that recommendation, then you 
have to tell people that you were paid before you make your rec- 
ommendation. 

Senator Bunning. They usually put that in the footnote that this 
firm may or may not have an equity interest in this firm. 

Chairman Pitt. Yes. That is what we would I guess refer to as 
boilerplate. And we moved away from that in the analyst area and 
I think, to the great credit of the securities industry. 

I have no idea whether that is warranted in the rating agency 
circumstance at all. But I think that this is a business that we 
need to know a lot more about and decide whether there are any 
practices in which investors can get a better shake. 

Senator Bunning. My time is expired. Let me just ask you one 
thing. We only have three recognized agencies in the credit-rating 
business. It would seem to be more healthy for the SEC and for the 
public to have more than just three. 

Chairman Pitt. I agree with you. There are other rating agencies 
that actually meet what we think are the standards of our rules 
and some of them have even been invited to come in and apply and 
they have declined. 

At the same time that I agree with your point, I also note that 
we only have five accounting firms, in a sense, five major account- 
ing firms. 

Senator Bunning. Major. 

Chairman Pitt. Maybe. 

Senator Bunning. Thank you, Mr. Chairman. 

Chairman Sarbanes. Thank you, Senator Bunning. 

Senator Corzine. 

Senator Corzine. Thank you, Mr. Chairman, and once again, 
welcome, Chairman Pitt. 

A quick point with regard to the revolving door issue. You ad- 
dressed it as an issue with the accountant working inside the com- 
pany and the audit committee can make those judgments. 

I think the real concern of a lot of us that look at this issue is 
the set-up of the individual, potentially — put your cynical hat on — 
that someone compromises how they may interpret a rule while 
they are the accountant. 

Chairman Pitt. I agree. 

Senator Corzine. As opposed to what happens after the fact, 
once they are working inside the company. I think it is a concern 
that may not even be an active Commission. It may be something 
that one is really allowing themselves to ingratiate themselves to 
access it. I think it is a much harder problem to have an audit com- 
mittee resolve after the fact. 
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Chairman Pitt. I agree with the first part. I think it is a much 
harder problem. And I think it is a real problem. I am not certain 
that it is not susceptible to review. You have to do due diligence. 

But if you had a presumption against it for larger companies, ex- 
cept where it is shown that there is a bona fide need and there is 
no reason to believe that independence is impaired, and then there 
are strictures put in place, you may be able to do that. 

All I am saying is I think it is worth looking at instead of having 
an iron-clad rule. But I do not have a problem with the iron-clad 
rule for larger public companies. 

Senator Corzine. It appears to me and I suspect Chairman Sar- 
banes asked these questions because he has asked it regularly, but 
we have this cascading problem, and you have potential for a set 
of rules on listed companies. Some would argue that you need to 
subdivide that, versus small business arrangements. And I think 
this is a hard sort -out, no matter what kind of initiatives you take. 

Chairman Pitt. I agree. 

Senator Corzine. But do-able in the context of other regulatory 
schemes. 

I want to make sure that I am hearing what you are saying. You 
do believe that auditing and consulting should be separated with 
the same client. Did I hear that? Or am I over-reading? 

Chairman Pitt. No, you are not over-reading. I believe that the 
provision of auditing and many consulting services can give rise to 
a conflict, and therefore, ought not to be permitted. 

I do believe that there are some types of things that may be 
characterized as consulting as to which not only isn’t there a con- 
flict, but also there may be a public benefit. 

I do not think that it can be written in stone that way. But the 
basic presumption is, if you are doing one thing for a client, that 
is what you should do, unless it is clear that the client benefits and 
the shareholders benefit. There are a lot of concerns in this area 
and I think public confidence has to be buoyed by creating that 
kind of distinction. 

Senator Corzine. In your PAB concept, you use quality control 
as opposed to auditing of the auditors. Can I get you to be a little 
more expansive about what quality control reviews? 

I am trying to think about whether this is an SEC review of a 
securities firm. I only think in analogies where I have actually 
gone through some of these life experiences. And NASD review, 
maybe pre-1995 and post-1995. But how are you perceiving what 
a quality control review is? 

Chairman Pitt. I think there are a lot of elements that go into 
quality control. 

First of all, you want to find out how the audits are structured. 
What type of decisions are being made, what educational level and 
ethical training do the people who are on the frontline have? 

What types of restrictions has the firm imposed to make sure 
that the people on the line get the best quality? 

To what extent are the engagement partners and the rest of the 
audit team supervised by national partners who are far more ex- 
pert in the more complicated nuances of accounting? 

How was a particular audit actually conducted? 
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This is, in effect, a not-for-cause inspection as in the securities 
industry, if somebody comes in just to see how you maintain your 
files, how you handle a customer account and so on. The larger 
firms need to be reviewed, in my view, on a yearly basis. 

Senator Corzine. Do you anticipate that being that you look at 
a specific client audit, or are you saying, we are going to go look 
at Arthur Andersen’s laying out of what the framework of the audit 
will be about? 

Chairman Pitt. Both. I think it is both. 

Senator Corzine. So, you really are talking about an audit of the 
auditors. 

Chairman Pitt. Yes. And if we have that, if we have that system, 
it would be my belief that our Office of Compliance, Inspections 
and Examination would have to audit the PAB. That is to say, we 
would see what kind of a job they were doing, which of course, 
right now, we do not do. The Commission has never looked at the 
POB. 

Senator Corzine. Are you basically suggesting that the peer re- 
view process is not hacking it with respect to making sure that the 
audit of the auditors brings the confidence that I think that the 
public, or at least I believe the public, should reasonably expect? 

Chairman Pitt. Also to assure that the particular firm, as you 
look at an audit or two, is applying the highest standards in the 
profession, not applying bare bones standards. 

If that evaluation were made, the PAB could say, listen, you may 
not have done anything illegal. You may not have even done any- 
thing unethical. But given the way you have handled this client, 
it is our view that either you are too cozy with it or you were too 
sloppy with it, and we are telling the client it has to find a new 
auditor. 

It seems to me that would be one of the punishments. To me that 
is the way that you deal with rotation. You have it as a meaningful 
stick, so that firms are afraid that if they do not do the best pos- 
sible job, they will lose their clients. 

Senator Corzine. Thank you. 

Thank you, Mr. Chairman. 

Chairman Sarbanes. Senator Bennett. 

STATEMENT OF SENATOR ROBERT F. BENNETT 

Senator Bennett. Thank you, Mr. Chairman. 

Thank you, Chairman Pitt. I am sure you have anticipated my 
comments and reactions to your last statement made to Senator 
Corzine. 

I am very nervous about rotation. The reason you have given 
being perhaps the most cogent, that when you know you are going 
to lose the client, but you know you have him for the full 5 years, 
you take him for granted and, okay, I won it. It is an old story we 
have heard. 

We have told stories around here before about the real estate 
developer who died and had his choice of going to heaven or hell. 
When Satan showed him around hell, it looked really, really won- 
derful, to the point that he actually decided, I am more at home 
here. I have more friends here. I feel more comfortable here. I am 
going to choose hell. And the next day, after he had made his 
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choice, things were not wonderful. He checked into the head office 
and said, wait a minute. You promised me this, this and this, and 
you haven’t done any of it. What’s the story? And Satan said, you 
are a developer in the real estate business. You should understand 
this perfectly. Yesterday, you were a prospect. Today, you are a 
tenant. 

[Laughter.] 

I think that may very well arise if you get into this rotation. 
Okay. I have you locked in for 5 years. I will give you perfunctory 
service and spend my time trying to woo the next one that I am 
going to go after when this 5 years is up. 

A variation on the theme you just described for your consider- 
ation and maybe comment. As long as we are using analogies, let’s 
take it out of the sports world, where you sign up a star player for 
X-number of years and at the end of that contract, he is a free 
agent. You do not want to lose him. You go to every extreme you 
can, within your financial limits, to hang onto him. But other 
teams are bidding for him. 

So that there is an understanding that after 5 years, to pick the 
date that has been picked, the company has to put this out for bid. 

Now the incumbent auditor can bid on it and has a chance of 
hanging onto it. But he knows that if he does not serve the needs 
of the client properly during the 5 years, at the end of the 5 year 
period, when the bidding time comes up, one of the others will be 
more attractive. This is a variation on the theme that you have 
described, and maybe the two can be merged together. Can you 
comment on that? 

Chairman Pitt. Yes. I think that something like that could have 
very positive benefits. First of all, I would move the decision as to 
who hires the auditor from management to the audit committee. 
The same thing, I would move the decision as to whether you re- 
place the auditor with another audit firm to the audit committee. 

I am not saying that management won’t make recommendations 
and present them. I am just saying I would like the audit com- 
mittee to be able to review that and understand what is going on. 

Senator Bennett. If I could interject, when I was a CEO of a 
publicly-traded company, that was de facto the case. If the audit 
committee of the board and the CFO came to me in tandem and 
said, we are not getting what we need out of this auditor, I did not 
try to second-guess them. 

Chairman Pitt. Many companies do that today. However, I think 
the proposition you are suggesting has a great deal of attraction. 
There is one concern I have and I do not think that your proposal 
either exacerbates it or eliminates it. I think your proposal is neu- 
tral to this. 

One of the concerns I have had about the way auditing services 
have been marketed to date, and it is not something that is talked 
about very much, is that public companies may say to an auditor, 
you are proposing to charge me $20 million for my audit. I am not 
going to pay $20 million. I will pay $10 million, and I will give you 
four or five other projects that will give us value and you value. 

Obviously, it is none of the Government’s business what people 
charge, and I wouldn’t ever want to get into that business. But 
what does concern me is, I do not want to create a situation in 
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which, basically, what you wind up with is, in the free agent mar- 
ket, you have people who basically make a decision and can move 
away. And here, it is a buyer’s market. 

The one problem you have with the analogy to the sports world 
is that an Elvis Grbac can be bid on by a lot of firms and Grbac 
makes the decision. Here, what is happening is that the Wash- 
ington Redskins are making the decision and therefore, they could 
push the price in a lower direction. 

Senator Bennett. Well, you stimulate so many things that I 
could say in response that I will have to be very careful and try 
to be quick. 

Two observations. Number one, there is an assumption in most 
of this conversation — I know that you are sophisticated enough 
that you do not share it, but it is certainly there with most edi- 
torial writers — that accounting is a commodity. 

Chairman Pitt. Right. 

Senator Bennett. That an accountant is an accountant is an ac- 
countant. One accounting firm is just as good as another, and we 
can switch these things. It is just like switching one bushel of 
wheat for another bushel of wheat. It is a commodity. 

My own experience makes it very clear that is not the case. 

Chairman Pitt. Absolutely right. 

Senator Bennett. Many, many times, the decision to move from 
Accounting Firm A to Accounting Firm B has nothing whatever to 
do with conflicts of interest or transparency or anything else. 

In my case, we fired, at that point, a Big Six accounting firm, 
and I am very disturbed to see that now it is toward a Big Four, 
and if we can figure out some way to get it back up to the Big 
Eight, I would be very grateful. 

We fired a Big Six accounting firm because the partner in Salt 
Lake City who was handling our affairs got transferred. He was 
promoted and his replacement was, in our view, incompetent. And 
we went to another Big Six accounting firm for that purpose. 

Chairman Pitt. You have put your finger on something, and I 
completely agree with everything you have said. Accounting is not 
a commodity. 

But, again, if the CEO hypothetically is the one that is making 
this decision, and the CEO’s compensation depends on the profit 
numbers, and he has two auditing firms, one of whom is coming 
in at twice the price of another and he realizes if he can save sev- 
eral millions of dollars, it may affect his business, he has his own 
built-in conflict. 

That is why I want to move this to the audit committee. Once 
you do that, you then tell the audit committee, you are not re- 
quired to make this decision on the basis of any particular factor. 
You should use your business judgment. You do what you think is 
in the best interests of the company and its shareholders. But the 
guy who is getting paid for producing a short-term number may 
treat it as if it were a commodity. 

Senator Bennett. Well, one last comment. The audit committees 
of the boards with which I served would have taken into account 
the economist cost. 

Chairman Pitt. I think they should take it into account. 
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Senator Bennett. Just as much. But, as you say, it would not 
be the driving force. 

Chairman Pitt. Exactly. 

Senator Bennett. I had an audit committee that said, we are 
going with this firm rather than this firm because, frankly, this 
firm is over-auditing us, demanding to see papers they really do 
not need to see just so they can run up the bill. And this firm, 
which is equally as competent, knows that they can produce an au- 
dited statement for, that meets all standards without their taking 
advantage of a CFO who wasn’t confident enough of his numbers. 

Frankly, I changed auditors. I changed CFO’s at the same time. 

Chairman Pitt. Exactly. 

Senator Bennett. Thank you. 

Chairman Sarbanes. Thank you, Senator Bennett. 

Senator Schumer. 

COMMENTS OF SENATOR CHARLES E. SCHUMER 

Senator Schumer. Thank you, Mr. Chairman. 

Thank you, Chairman Pitt. I have a few questions. 

First, I know my colleague, Senator Corzine, asked a little bit 
about something I have been very interested in, this uber-auditor. 

I think that having the SEC occasionally do audits or investiga- 
tions might really have a prophylactic effect in a whole lot of 
places, the way people fear an IRS audit. You could not do it that 
often, but doing it every so often, particularly when maybe you 
would smell a rat, would be very worthwhile. 

My questions are: What currently actually triggers an SEC in- 
vestigation into accounting practices? Is it ever done randomly the 
way IRS audits are? And how successful have they been, not just 
in the particular area you have looked into, but as a prophylactic? 

Chairman Pitt. Actually, I think that question is worth a lot of 
reflection because it goes to some very core issues. 

The Commission commences an investigation when it believes 
there is a reason to think that somebody has done something 
wrong. You can get a confidential informant. You can get a restate- 
ment. You can get short-sellers who make statements, forensic ac- 
countants who raise problems. 

We have an Office of Inspection, Compliance and Examination. 
They do not review audit firms. They do not review corporations. 
They do not review law firms. If we had a private-sector regulatory 
body like the PAB that we have proposed, my view would be that 
we would have to do inspections of the PAB and through that, look 
at some of their inspections or quality-control reviews of firms. 

Senator Schumer. So, you would need a lot more staff to do that, 
I imagine. 

Chairman Pitt. We would need more staff, or at least we would 
have to find people who were both competent and not doing some- 
thing else that was critical. I do not know yet how much staff we 
would need. But this is not going to be a simple process, and we 
would want people to be trained before they went out into the 
world and raised problems. 

Senator Schumer. What would be the difference between having 
the SEC directly do its own auditing, a separate unit, looking here, 
looking there, and having it be done as looking over the shoulder 
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of this PAB? Why would you prefer that proposal, that approach, 
to the one that I have mentioned here? 

Chairman Pitt. The reason, and this is something that I actu- 
ally — it is hard to say this about auditing issues, but it is some- 
thing that I feel passionately about. 

Chairman Sarbanes. I am sorry Senator Enzi’s not here to hear 
the comment. 

[Laughter.] 

Chairman Sarbanes. We will certainly communicate that to him. 

[Laughter.] 

Chairman Pitt. I waited until he left. 

[Laughter.] 

But the difference is this. What you want are people who are pro- 
fessional enough and have enough experience and who are properly 
compensated to do this kind of a job. I do not think that the Gov- 
ernment is capable of doing this job directly by itself, and if it did 
do it, I do not think it would do it well. 

Beyond that, even if it could do it and even if it could do it well, 
because Government will never pay for the talent that is really 
needed, you are not likely to get the best people. And if it did pay 
for the talent, we are talking about hundreds of millions of dollars, 
which I could not justify. I think the private sector can pick this 
up quite well. 

Senator Schumer. The next question is about stock options. 

Chairman Greenspan has said publicly — I know he said it to me 
and I think he has now said it publicly — that if he could do one 
thing to learn from what has happened with Enron, the auditing 
and everything else, he would expense stock options because it has 
created a climate where too much of top management is interested 
in the stock price, unrelated to the performance of the company. Do 
you agree with him? 

Chairman Pitt. Well, first of all, I am always reluctant to dis- 
agree with Chairman Greenspan. But I would say this. I think the 
short-term mentality and the short-term profit incentives that are 
placed on CEO’s is very detrimental. 

As far as I am concerned, the FASB spent an inordinate amount 
of time looking at the stock options question. The result they came 
up with requires companies to show what the impact would be. 
They can either expense it or they can disclose what the impact 
would have been had they expensed it, so that shareholders who 
want that information can get it. 

Whether that decision is right or wrong, I think is open to very 
serious debate on both sides of the issue. 

Senator Schumer. What is the argument against expensing. 

Chairman Pitt. I am sorry? 

Senator Schumer. It is an expense. 

Chairman Pitt. Yes. 

Senator Schumer. What is the argument against expensing? You 
could decide to expense it at different points. 

Chairman Pitt. It may well be an expense, depending upon what 
happens with the options and how they are exercised. But my view 
is this. 

Senator Schumer. Once they are exercised, how are they not an 
expense? 
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Chairman Pitt. If they are exercised, then, obviously, you are in 
a different posture. But the point I was making is that having gone 
through this exercise, I would be exceedingly reluctant to reopen 
the issue. 

There are a lot of arguments on both sides of this question and 
my reaction is, we have so many other things to do, the FASB in 
27 years has not yet given us revenue recognition policies. To me, 
that is critical. This is, in my view, not an issue. 

I guess the one place where I would take exception with Chair- 
man Greenspan is, I do not think that the nonexpensing of options 
caused what happened in Enron. I do not think any one thing 
caused what happened in Enron. But I certainly do not think the 
nonexpensing of options created that problem. 

Chairman Sarbanes. Senator Carper. 

COMMENTS OF SENATOR THOMAS R. CARPER 

Senator Carper. Thanks, Mr. Chairman. 

Chairman Pitt, welcome. Thank you for joining us today and for 
your testimony. 

I would like to have us focus a little bit on the audit committee 
and the role of the audit committee. What I have tried to do over 
the last month or so is to talk to a lot of people in my State who 
are involved in corporations and corporate boards and those who in 
some cases oversee them. 

We have met with folks from a number of auditing firms and ac- 
counting firms to try to understand different aspects of the issues 
that are either going to get some kind of Congressional attention 
or not. 

One of the things I have tried to learn about is to better under- 
stand the role of the audit committee and who should end up on 
the audit committee, the kinds of expertise they need to have, and 
to the extent that they do not have the level of expertise that is 
needed to enable them to play their appropriate role, how might 
they get it. 

Chairman Pitt. Senator, before I give you what I hope is a direct 
response to your question, I do want to make one observation 
which may be helpful. 

I believe that the audit committee process is incredibly valuable. 
It is good to have outside people, wholly independent, looking at 
something. 

Much of my corporate practice when I was a lawyer was advising 
audit committees. But I will also tell you that, no matter what the 
expertise is, at the end of the day, if management is going to play 
games, no matter how determined, how smart, and how experi- 
enced the audit committee is, they are not going to find it. 

The best you can hope for is to have a process. And to have that 
process, you need people with expertise. 

You want people, first of all, who have some knowledge of ac- 
counting. You want people who have some knowledge of corporate 
internal controls and record-keeping. You also want people who are 
sufficiently intelligent, that they are not going to just sit in a room 
for 25 minutes, get a presentation, and then leave. They are going 
to ask a lot of questions. 
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We held a roundtable on the whole issue and Warren Buffett was 
at our roundtable in New York on March 4. He came out with a 
list of questions that he thought people had to ask. 

Senator Carper. People on the audit committee had to ask? 

Chairman Pitt. The audit committee had to ask. And the ques- 
tions were actually — it is the test of a really brilliant idea. When 
you hear it, you say, that is so simple. Why didn’t I think of it? 

His approach to that I think was right on. What I used to do 
when I represented audit committees was to help them focus on the 
questions. And then when they got the answers, help them focus 
on follow-up questions so that they did not just accept what they 
heard. 

It is not an easy job. It is one of the reasons why I worry about 
putting too much pressure on audit committees, or even poten- 
tially, depriving them of a reasonable standard of liability. 

Senator Carper. When you have a board assembled and you look 
at the board and you do not have people with the kind of expertise, 
maybe they are bright, but they do not have the kind of expertise 
that you have alluded to, what can be done to help them gain that 
level of expertise? 

Chairman Pitt. Well, I think there are a number of things that 
can be done. 

The audit committee has to have the independent authority to 
hire whatever expertise they think they need. 

Senator Carper. Should the audit committee be hiring the inde- 
pendent auditor and should the independent auditor be reporting 
to the audit committee, as opposed to the CEO of the company? 

Chairman Pitt. That is correct. That is something that I believe 
quite strongly, that the audit committee should do the hiring. But 
I also believe, if the audit committee is hearing something and they 
are not certain they understand it, that there are really two issues. 

First, do you understand what is going on? And sometimes peo- 
ple are embarrassed to admit, I do not understand this. They need 
assistance, expertise, lawyers, accountants, who will help them say, 
I do not get it. I need to understand this. 

In addition, I think there ought to be training programs. We or- 
ganized raining programs for the audit committees we represented. 
We would have people from various accounting firms, various 
MBA’s and others, come in and talk to them. 

A second area of expertise that I think people need, and it is one 
that we want to bring into the Commission, frankly, is risk man- 
agement. 

I think if an audit committee, and many companies do not do 
this. The securities industry has made great use of risk manage- 
ment. But I think if the audit committee can tap into risk manage- 
ment expertise and say, tell me, with companies that are in this 
kind of business, where should I be looking for the problems? 

That would be a very, very useful effort on the part of an audit 
committee. 

Senator Carper. I know my colleagues have participated in a 
number of sessions outside of these hearings to get input. We had 
a real good session in Delaware earlier this week, talking about the 
motivation of the board to really engage in spirited oversight. 
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One of the very bright people with whom we were meeting 
suggested that maybe we consider requiring directors to have a 
meaningful, long-term equity position that they could not sell, or 
should not be able to sell, except under some very unusual cir- 
cumstances while they are on the board, and suggested that that 
kind of requirement might provide directors with the incentive that 
they need to engage in aggressive oversight. Would you just react 
to that? 

Chairman Pitt. Yes. Let me just say, on the substance of that, 
I could not agree more. That is one of the reasons why we have 
made it a policy, and it was directed from the President, that 
where people are getting compensated on a short-term basis, but 
it is really a sham, they have to give it back. 

The better way to do it would be to basically say, you cannot 
have the compensation unless it has been evolved over the long- 
term. So, as a policy matter, I think that is what a lot of corpora- 
tions should consider doing. 

Where I start to have a problem is who makes them do it? And 
part of my problem is, I do not think that the SEC should be tak- 
ing over the governance of corporations. I think what we should do 
is use our bully pulpit to say to people and investors, this would 
be a best practice. This is the kind of thing that people should do. 

I am not at the point where I would be in favor of adopting a 
rule or recommending that you legislate the area. 

Senator Carper. Thank you. 

Mr. Chairman, thank you. 

Chairman Sarbanes. Yes, thank you, Senator Carper. 

I have a few questions that I want to add, and I am sure my col- 
leagues may as well. 

First of all, I think Senator Schumer probably covered this, but 
I was going to ask you this question. You are the Chairman of the 
Securities and Exchange Commission. Why shouldn’t the Securities 
and Exchange Commission do these things directly, the things that 
you are going to put into this statutory, regulatory organization? 

I take it that your answer to that is we cannot get the good peo- 
ple to pay them enough money to do the job. Is that it, essentially? 

Chairman Pitt. That’s an answer. I think that we won’t do it as 
well, but I think there is a more fundamental, substantive reason. 

I see what we want from the audit profession as having three 
levels. We want them to obey the law and not do anything fraudu- 
lent or illegal. We want them to have the highest set of ethics. And 
we want them to be the most competent they can be. 

The SEC is terrific at the first of those. We can make people 
abide by the law. But I think it has been shown that if you have 
an effective system of private regulation, the setting of ethical 
standards and the setting of competent standards can be better 
done through that vehicle than the Government is able to do it. 
That was the whole philosophy of the securities industry. And what 
it gives investors is a three-fold protection instead of a one-part 
protection. 

Chairman Sarbanes. Do you think we have achieved a pretty 
good situation with respect to the securities dealers through the 
workings of the NASD in terms of setting appropriate standards, 
monitoring them, disciplining them, policing, and so forth? 
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Chairman Pitt. I think that the level of industry policing, both 
by the NASD and by the NYSE has been improving constantly. My 
view is, as with everything, it is not perfect. There are places 
where improvements can occur. But I think it is a system that is 
now serving the public interest exactly as Congress has intended 
it to do. 

Chairman Sarbanes. Do you think that is, if not a model, at 
least something we should look at as we try to formulate how we 
are going to handle the problems that have arisen in the account- 
ing field? 

Chairman Pitt. I believe we should look at that model. The ac- 
counting profession is different from the securities industry. But I 
have spent a number of hours with people from the NASD. We had 
people from the New York Stock Exchange participate in our 
roundtables and we are consulting with them to get their input on 
it. There are some areas where I think there is a direct correlation, 
but others where there may not be. 

Chairman Sarbanes. We had Bob Glauber, Chairman and CEO 
of the NASD, as a witness at one of our panels. It is very inter- 
esting what they are doing. Of course, they have a very full-fledged 
operation. They have a staff of 2,000 employees, a budget of $400 
million, and they really investigate infractions, discipline people, 
including significant fines, or even expulsion from the industry. 

Chairman Pitt. Absolutely. That is what we want in the account- 
ing profession. That type of discipline is very good and that is why 
I have spent a fair amount of time with Bob Glauber. I am very 
impressed with what he is doing there. 

Chairman Sarbanes. I wanted to ask a question about consulta- 
tion, in a friendly way. 

Aulana Peters testified about the Public Oversight Board and 
what, amongst other things, prompted them to step down, and 
made the point that, while you had consulted with the accounting 
firms, there had really not been a consultation with them. In fact, 
she went so far as to say that the POB, the independent body 
charged with oversight of the accounting profession, and in that re- 
gard, assigned the duty to act in the public interest, was effectively 
excluded from a process of great moment for the profession and the 
public it serves. And the fact that you had been in discussion with 
the Big 5. 

That really raises an issue that also we have been hearing from 
others about how broad and extensive the consultation the SEC is 
engaging in. 

Now, we did these hearings. We tried to cover the waterfront, so 
to speak, and to make sure that everyone had an opportunity. And 
I have found in the past that sometimes you may have very sharp 
exchanges with people and you do not really agree with them. 
Later, when you reflect about what they have said and what the 
discussion was, out of that comes some important perception. 

We had a panel yesterday, the Council of Institutional Investors, 
the Consumer Federation of America, the AFL-CIO, and the Asso- 
ciation of Investment Management and Research on that panel. 

I am just kind of curious, has the SEC been, in a sense, in con- 
sultation with them or been having direct opportunity to hear from 
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them as you wrestle with these problems? To what extent are they 
folded in to your consultation process? 

I think one of the reasons your initial proposal met the kind of, 
some of the negative comment on it, was that it was perceived as 
having been a proposal that emanated from a discussion between 
the SEC and the five accounting firms and not extended beyond 
that. And, of course, you did have the Public Oversight Board on 
the scene. 

So, I am just curious what your approach is to this consultation 
question and how extensively it has been done to this point. And 
if not done extensively, whether that could be addressed as we 
move ahead. 

Chairman Pitt. Actually, I am pleased you asked the question. 
I do not take it as an unfriendly question. I think you have a per- 
fect right to ask it and you deserve a clear answer. 

First, let me say that I understand what Mr. Bowsher and 
Aulana Peters said about the reason why some of the POB mem- 
bers voted to disband. And I am really not going to get down in 
the muck with some of the accusations that some people have 
made. But let me answer your question more directly. 

We consulted on accounting regulation with the POB long before 
we consulted with the CEO’s of the companies. Mr. Bowsher had 
been to my office. His lawyer, Alan Levenson, had been in repeated 
conversations and phone calls with me. And long before we ever 
met with any of the CEO’s, I had a specific conversation with Mr. 
Levenson in which I said, when we finally come up with a proposal, 
we want the POB to be a part of this. 

The first point I will make is that, I like to talk to everybody. 
I do not have a lock on what the right answers are. And I find that 
by listening to others, I learn a great deal. Mr. Bowsher had a lot 
of experience, which is why he was in my office and we met. 

Now when we announced the structure of what we were thinking 
about, I went to great pains to make it clear that this was some- 
thing for people to start to think about and we would then meet 
with people about what we had in mind. 

So when the POB voted to terminate its existence, I wrote them 
a letter. I noticed that when Mr. Bowsher testified, he gave you the 
letters that he wrote. But he did not give you the responsive letters 
that he got from me. 

Chairman Sarbanes. Well, we have all the letters, so that is not 
a problem for us. 

Chairman Pitt. I hope so. 

Chairman Sarbanes. Yes. 

Chairman Pitt. I first wrote him a letter and said that I thought 
their action was unfortunate. My view was that I wanted them to 
have a role to play and to learn from their expertise. But what I 
was not going to do is keep the POB unchanged because I believed 
it was flawed: Its funding came from the AICPA; it has no discipli- 
nary power whatsoever; and its peer review was viewed as, you 
scratch my back, I will scratch another. And it was unsatisfactory 
to me to continue with the POB, and I think Mr. Bowsher knew 
that because I told it to him. 

Nonetheless, I told him that I wanted to understand their views. 
I then spoke with every single member of the POB, met personally 
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with Mr. Bowsher in San Diego, and then attended a meeting with 
the POB where I made all the statements I have already made to 
you. I said, we need your expertise; we would like your assistance. 
It is in the public interest for you to help us, and that is what we 
would like you to do. 

But having just said that, let me now talk about the CEO’s of 
the accounting firms because I take this as a point of great concern 
to me. 

I represented a lot of people when I was in private practice. And 
I do not believe in guilt by occupation. 

When I came here and took an oath of office, and you had me 
under oath at my confirmation hearings, I told you that I had only 
one client now, and that was the public investor. I meant it, and 
anybody who knows how I have performed will tell you that is ex- 
actly what happened. 

When I saw things deteriorating in the accounting profession, I 
asked the CEO’s of the major firms and the AICPA to come to a 
meeting. And at that meeting, it was very simple. Nobody nego- 
tiated. Nobody talked about what kind of a deal we could make. 

I basically laid down the law to them. I said, there are problems 
here and either the profession is going to step up to the plate and 
take responsibility for cleaning up the public perception, or it is 
going to be done to it. It may be done by us. It may be done by 
Congress. It may be done by the courts or it may be done by all 
of the above. And I then said, there are all sorts of things that you 
are going to have to deal with and you are going to have to deal 
with popular perception. 

So knowing what I think is required, you come back with some- 
thing. And if you do not, then I will come up with something. 

Those were my negotiations. 

I said at a press conference, and I will say it here, I do not nego- 
tiate about the public interest. I did not negotiate with any mem- 
bers of the accounting profession or the AICPA. 

What I think we have come up with — and we have laid it out as 
strongly as we can in this very lengthy statement — is something 
that this Congress should be proud of. I know we would be. And 
that is why we have a unanimous view on the Commission vis-a- 
vis our testimony. 

Chairman Sarbanes. Have you consulted with these groups that 
we heard from yesterday that I asked you about? What is the na- 
ture of that consultation? 

Chairman Pitt. Yes. I have consulted with investor groups: The 
Consumer Federation of America, Barbara Roper will tell you. I 
have had Mel Minnow in. I have had people from Calpers in. For 
example, with the Consumer Federation of America, I reached out 
to them. I did not wait for them to call me. 

I will say that there are clearly differences in the way some peo- 
ple behave. Some people pick up the phone and call you first, some 
people wait for you to call. But there is no group that I will not 
talk to and, indeed, I talk to every group. 

You may recall, and this is off the point, one of the questions you 
asked me at my confirmation hearing was about the union. One of 
the first things I did when I took office was to invite the union rep- 
resentatives to my office to tell me what their problems were. And 
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the fellow who is the local union leader, said: I have been at the 
SEC for 11 years. This is the first time I have ever seen the Chair- 
man’s office. 

There is no one that I won’t listen to. 

With respect to some of the other things, I do want you to know 
that we have had roundtables and Barbara Roper, again of the 
Consumer Federation, is scheduled to appear at our Chicago round- 
table, which is set for April 4. Sarah Teslik of the CII is scheduled 
to meet with the SEC on March 26. And I spoke at the annual 
meeting of the Consumer Federation of America where I announced 
that we would hold an investor summit. 

I am very committed to investor protection and I take my oath 
of office very, very seriously. 

Chairman Sarbanes. Senator Gramm. 

Senator Gramm. Thank you, Mr. Chairman. 

I first want to say that — and I know the Chairman did not imply 
this in any way, so I am not responding to what he said — but I 
think talking to the accounting firms is vitally important. 

One of the things that disturbs me about this process we have 
been going through in the last year is this feeling that there is 
somehow something corrupting about talking to people. 

You know that there has been this effort to pin Enron on the Ad- 
ministration. Things that are held out as potential proof is that 
somebody listened to what somebody said. 

I cannot imagine a country in which the president of one of the 
largest companies in America calls to talk to a Government official 
and cannot talk to him. I think setting down how things are going 
to be with the Big 5 accounting firms is important, but I also think 
listening to them is important. And I want to share a little story. 

When I first came to Congress, we had a bill on the floor about 
hazardous waste. And it had to do with small generators of haz- 
ardous waste. As you can imagine, nobody in Congress knew any- 
thing about the subject and therefore, we were legislating on it. 

[Laughter.] 

I received a letter from a little garage in my district. This is in 
essence what the letter said. I read the letter on the floor of the 
House of Representatives. He said: I am pretty responsible. When 
I get crankcase oil or solvents, I collect them and I put them in a 
barrel. And then when the barrel is full, I call the guy from the 
waste disposal company and he comes by and gets them. 

But let me tell you something, he said. If you make me assume 
liability for what he does after he puts that barrel on his truck, if 
you make me keep a long list of paperwork, you know what I am 
going to do? I am going to take those hazardous wastes and I am 
going to flush them down the toilet and I am going to let the City 
of Bron worry about it. 

Now, somebody could say, well, my God, you were corrupted by 
talking to potential polluters. 

The point is, when I read that letter on the floor of the House 
of Representatives, we changed the bill and took into account these 
small people who were generating relatively small amounts of haz- 
ardous waste, and I think came up with a procedure whereby this 
guy won’t be flushing the stuff down the toilet. 
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I am probably overstating the case, but I am really concerned 
about this idea that listening to people and talking to people is cor- 
rupting. The Constitution guarantees the right of people to petition 
the Government. I just think it is vitally important that we never 
get defensive about talking to people or listening to people, espe- 
cially people that are involved. 

Quite frankly, I have regard for every self-appointed group in the 
world, many of them who have no constituencies whatsoever. I rep- 
resent more consumers than any group in America. I have 21 mil- 
lion consumers. I am an embodiment of consumer interest in this 
country. 

[Laughter.] 

I think it is important that you listen to them. But I do not think 
it is important that you listen to them as it is that you listen to 
the people who actually are involved in the business. 

So, I just wanted to make that pitch. I think it is very important 
to listen to everybody. And from what you have said, it is clear to 
me that you are willing to meet with and listen to anybody, and 
I think that is commendable. 

I am not trying to set differential levels, but I do believe if you 
are going to impose a rule on the accounting profession, or if you 
are going to set hazardous waste standards for garages and filling 
stations, the most important visit, the most important person to lis- 
ten to is somebody who is in the accounting business or somebody 
who is running a garage or somebody who is running a filling sta- 
tion. And if we ever get to the point where you are tainted by talk- 
ing to people, then the whole system is going to break down. 

Chairman Pitt. I just want to say, I could not agree more with 
everything you have said. I do want to make one other observation. 

My first crisis was not Enron. It was 9/11. And the first thing 
I did was get together the heads of all of the major brokerage firms 
and the major marketplaces, and we started to talk about what the 
public interest required. 

We received great acclaim for doing that. People said, that was 
a great approach. You listened to people. The way it worked was 
terrific. 

When Enron hit, I did exactly the same thing. But now people 
were saying, let’s look at all the people this fellow has represented 
in his lifetime because, after all, this is a political mess, they think, 
and therefore, nobody’s bona fides are above reproach. 

Senator Gramm. If I could just say in conclusion on that, their 
tactic is an old tactic that was used in Nazi Germany. Their tactic 
is guilt by association and trying to exclude people from having an 
opportunity to have their say. 

Chairman Sarbanes. Well, now, I think this thing is getting car- 
ried away here. 

[Laughter.] 

Let me just try to get it back into a little focus. The test of your 
stewardship will be the substance of what is done. 

Chairman Pitt. Exactly. 

Chairman Sarbanes. We recognized at the time that you were 
nominated what you had done over your career and the premise, 
at least on my part, in carrying forward that nomination was the 
belief that you could drop at the door, in effect, the clients of your 
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private practice when you went into the public office, and that, in 
effect, what would renew itself would be the commitment you had 
when you were at the SEC, when you became its youngest general 
counsel in its history, and the commitment to the public interest 
that marked your private career as well, and of course, you rep- 
resented clients within that context, which is what lawyers do 
under our system and we recognize that. 

Obviously, questions were raised at the time. Presumably, ques- 
tions will continue to be raised. So there is an extra burden, in a 
sense, given the history to produce the substance, and of course, 
that is what we are searching to do here. 

Now, I think you have an affirmative obligation to reach out for 
consultation. I do not think it is enough to say, well, if they get in 
touch with us or they communicate with us, why, we will try to be 
responsive. 

I think there is an obligation on the Commission to make sure 
that it is reached out and heard from everyone, so we do not have 
people saying, well, you know, we represent investors and we have 
a long history of doing that, and we have a concern here, and we 
do not feel that our concerns are getting through. Obviously, we 
shouldn’t run into that. 

But the test here for all of us is going to be what we can produce 
on substance because you can review the records of Members of the 
Congress and find one thing or another that would raise a question 
as to with what frame of mind do they come to the issue? 

That is the thing, obviously, we have to work on in the weeks 
ahead, to put together a structure here that will work. 

This structure has not worked. No one has come to us and said 
that the existing structure was working okay and we just essen- 
tially ought to leave it alone. No one has said that. Therefore, the 
question now is what do we do about it and how do we remedy this 
situation, and that is what we are focused on. 

In that regard, I just want to leave one thought with you. 

You are a very nuanced thinker and I respect that. But it seems 
to me that we are now working in an area where we are going to 
have to draw some bright lines. I am not out to draw anything but 
bright lines, and it seems to me we have reached that point. 

I think in a sense, if you look at something and you say, well, 
that will work for 99 percent of the times, but there is this 1 per- 
cent when it may not work. And therefore, we have to leave it open 
to take care of that 1 percent, that is a way of thinking that I am 
used to, but not when you are under this kind of, what I regard 
as something of a crisis situation. 

So, I think as we move to try to deal with this, we cannot have 
it all so loose and flexible that it is open again to sliding down the 
slippery slope and having a renewal of many of these problems. 

That is one of the things we have to work at. That is why I went 
through that questioning earlier, because I was trying to take a 
scalpel in order to see if we cannot draw the lines. Not a meat axe. 
We understand the problems that are associated with that. 

Chairman Pitt. May I just say one thing on that? I apologize, 
because I agree completely with what you have said. 

Part of the reason I was so successful in private practice was be- 
cause I was pragmatic. When people did something or came to me 
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with something that I thought was a problem, I was not afraid to 
tell them that it was a problem. And when people asked me to find 
a solution, I wasn’t afraid to find a solution, provided it was in the 
public interest. And so, I could not agree with you more. I am not 
interested in defeating something here. I am interested in working 
with you. 

I think you have shown great concern for the small investor. I 
have enormous admiration, as well as respect, for what you are 
doing and I want to be a helper, a participant, even perhaps a part- 
ner, in working with you and the rest of the Committee to come 
up with the very best structure we know how. 

The other thing I do want to say is, I do reach out to people. I 
have reached out to everyone. And in particular, I can assure you 
that the CEO’s and the AICPA did not reach out to me for that 
meeting. They would have been just as happy if they never had it. 
But I reached out to them. 

Chairman Sarbanes. Senator Corzine. 

Senator Corzine. Thank you, Mr. Chairman. 

I do not really have anything to add on this outreach issue. But 
being someone who tries to formulate policy or previously, re- 
sponses to business situations, both the timing of when you see 
people and the amount of time that you spend in delving into how 
ideas are generated, was also an important ingredient. 

Some of the kinds of conflicts that sometimes come after the fact 
reflect the chronology and the timing of the proposals. 

If the horse is out of the barn with regard to a proposal, then 
some people can feel like, well, they may have been consulted for 
changes, not really in the formative stage. 

More important, I would like to go back to FASB and its role in 
a new structure. 

I am a little troubled. I look at your testimony on page 36 which 
has to do with FASB’s agenda and you talk about revenue recogni- 
tion, taking 27 years to get to a proposal. Then I read on page 35 
of your discussion about accounting standard setting and making 
an eloquent case why Federalization would be such a horrible idea 
because it is so laborious and subject to political interference and 
lacking in flexibility. 

Then I turn around to the discussion that goes on about FASB’s 
agenda over the last 27 years, when we have had Republicans and 
Democrats and it is not a matter of partisanship. It is a matter of 
this doesn’t seem to have worked in a lot of ways in getting to the 
right kinds of answers. 

Some of it may be the SEC. I think one of the questions we have 
to ask ourselves while we are going through this process of how we 
put this structure together, your PAB or somebody else’s inde- 
pendent regulatory board, should FASB be a part? I think we all 
agree that it needs independent funding so that it doesn’t have to 
use the tin cup to go to those that it is proposing rules to come up 
with the resources to be able to come up with it. 

You could also have a strong case that the information that you 
gain from auditing the auditors and understanding the practical 
applications of what you do, relates to how FASB might want to 
set principles or maybe get completely out of the rulemaking busi- 
ness. I doubt it. 
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But if that were the case, how do you feel about making all of 
those elements responsive through a coordinated chain of com- 
mand, if you would, as opposed to having them separate and inde- 
pendent in different formats? 

Chairman Pitt. Well, I am usually never in doubt about things, 
although I am seldom right. But on this, I will tell you, my instinct 
says that if you have had a stand-alone organization and you now 
try to squeeze it into some other organization, you have to be cer- 
tain that you are not going to diminish what you already have, and 
I think there are real problems with it. 

I am also going to tell you that I do not think there is absolute 
truth on that issue. 

What I think has to be coordinated is the fund-raising. I do not 
think you can have an FAF that goes out and seeks voluntary con- 
tributions for FASB and then have a PAB over here that has invol- 
untary contributions. 

At least as to fund-raising — not fund-raising as to fees and reve- 
nues — I think they need to come from the same source. You cannot 
keep going back to people more than once and so on. 

As to whether they are stand-alone or not, my instinct is that 
setting accounting standards is sufficiently discrete that it could be 
separate. And if you said to me, you wanted it to be together, I 
would say great. If you want me to help you draft it, I will. 

Senator Corzine. Two observations. One, the NASD and the 
New York Stock Exchange models tend to combine those because 
they use the information that is available, I think, and people 
think is a reasonable model. And two, I really would like to hear 
your observation on how you think FASB actually has worked. 

Senator Gramm. Jon, would you talk into the microphone, I can- 
not hear you. 

Senator Corzine. I am trying. Good Lord, I am trying. 

Senator Gramm. I want to know what you are saying. 

[Laughter.] 

Senator Corzine. I would love to hear your comments with re- 
gard to the NASD and the New York Stock Exchange as its relative 
model, which I think we have talked about. Then I would like to 
hear your observations on the functioning of FASB, why it has not 
worked or has worked, or whether you feel good about that process. 

Chairman Pitt. I think the NASD and the New York Stock Ex- 
change have one thing in common — they reflect a Congressional no- 
tion of self-regulation and the idea that self-regulation can work. 

I think the NASD now reflects the notion that when you have 
a proprietary activity — namely, running a marketplace — and where 
capital becomes very important to that proprietary activity, maybe 
it is easier to regulate that market if you separate regulation from 
proprietary activity. 

The New York Stock Exchange has gone in a different way and 
we stand in review of both of them to make sure that the quality 
of regulation is the same, notwithstanding that. 

But when I thought about the PAB, the model I looked at was 
the NASD and the New York Stock Exchange, and it is why I spent 
time with Glauber. I have had several meetings with him. Why I 
have spent time with Dick Grasso. And why I have tried to build 
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in what I think is acceptable in those areas, recognizing that ac- 
counting is a profession and it does have a different predicate. 

I think the models that those two self-regulatory bodies have pro- 
vided are excellent with one exception — I think given the lack of 
public confidence that has arisen, and some of it is incredibly well 
deserved. Some of it is just hype. But there is a lack of confidence. 
We cannot have self-regulation of the accounting profession. 

So the place where I have moved the model is to say, I think you 
have to have private-sector regulation, but not self-regulation. I do 
not think self-regulation will produce the confidence that I want. 

As to how FASB has worked, it is very easy for me to tell you 
that FASB has not worked as well as I think it was intended to 
work. I think that the accounting standards that we have in this 
country, as of this moment, are the best in the world. And FASB 
has produced a lot of those accounting standards. The people there 
have been very thoughtful. They are very smart. They are very 
bright, and they are very well-intended. And so, to that extent, I 
do not want to move away from FASB. 

What has not worked is that they have had difficulty raising 
funds. They have been subject to political pressure. And they have 
approached the issue of dealing with setting out accounting prin- 
ciples as if they were writing a trust indenture. And to my way of 
thinking, the world has moved away from that. Whether it was al- 
ways that way or not is really of little relevance to me. 

If FASB continues the way it is now, we will have big problems. 
But I think it has done a very credible and fine job in a number 
of areas. I think it can be materially improved and the views that 
we have talked to them about, which they have been quite accept- 
ing of — they are reducing the size of the Board. It is now going to 
be five and they are going to adopt rules by a majority. I have told 
them I want them to shoot for a 60 to 90 day turn-around period 
on proposals, and that we will respect what they come up with, but 
they have to come up with something. 

They won’t do 60 to 90 days, but they will do better than 5 years 
or 10 years. They won’t give us 800-paragraph principles any more. 
They will give us much broader principles that will be the kind of 
appropriate approach that we need and won’t allow people to use 
check-the-box mentality to justify having billions of dollars in off- 
the-financial-statement liabilities that nobody knows about. 

I said early on when Enron hit, and I am not commenting about 
what happened there because, frankly, I don’t even know. I am not 
part of the investigation. I am not participating in it. But I said 
there were two problems there. One is that they got the accounting 
wrong. And they must have gotten some of it wrong because they 
took a huge restatement. But the worst problem is they may have 
gotten some of it right. 

That to me is why the system has to be fixed. 

My big concern is that the problems that we see in FASB did not 
arise with Enron. They have been around for the last 5 to 10 years, 
and nothing was done to fix it. We intend to fix it. If it is done by 
legislation, we are going to work with you and we will do what you 
want. But we cannot wait to fix FASB. We have to fix it imme- 
diately. It is broken and it has been broken for too long. 

Senator Corzine. Thank you. 
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Thank you, Mr. Chairman. 

Chairman Sarbanes. Mr. Chairman, thank you very much for 
coming. As you know, we are trying to get you a budget increase 
so you can address the pay parity issue, which I think is extremely 
important, particularly having promised people they were going to 
get pay parity, and now, not to deliver on that promise, it seems 
to me, is just going to significantly compound your morale problem 
at the SEC. You have enough challenges without starting to lose — 
or continuing to lose, I should more accurately say — extremely able 
and competent people. 

We very much appreciate your being with us today. 

Chairman Pitt. Thank you. 

Chairman Sarbanes. The hearing is adjourned. 

[Whereupon, at 1:10 p.m., the hearing was adjourned.] 

[Prepared statements and additional material supplied for the 
record follow:] 
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PREPARED STATEMENT OF SENATOR TIM JOHNSON 

Chairman Sarbanes, thank you for holding today’s hearing to discuss issues re- 
lated to the oversight of the accounting profession, audit quality, and the formula- 
tion of accounting standards. Also, I thank Chairman Pitt for agreeing to speak with 
us today. I am sure that these are challenging times at the SEC, and I particularly 
appreciate your efforts to prepare for and attend today’s hearing. 

Today’s hearing is the culmination of a series of 10 hearings that have enabled 
us to gain a thorough understanding of the pertinent issues. Mr. Chairman, I want 
to commend you for the constructive tenor of these hearings, and for allowing us 
to accomplish a great deal in a relatively short period of time. 

As I have noted previously, the Enron Corporation debacle and other recent high- 
profile corporate bankruptcies represent a serious national scandal, one with ter- 
rible human and financial cost. Concern about audit and accounting practices have 
dogged many of these business failures. Furthermore, these accounting woes appear 
to be widespread, as is evidenced by the recent increase in the number of earnings 
restatements precipitated by accounting problems. 

These developments have shaken the financial markets and left lingering doubts 
in the minds of investors about the integrity of the individuals and firms responsible 
for providing honest and unbiased financial information. We in Congress need to 
make sure that regulators and industry participants implement changes to address 
these issues. 

The most obvious way to make progress is to give the SEC the personnel and the 
financial resources it needs to take strong enforcement measures against illegal ac- 
counting practices. I was disappointed that President Bush failed to provide these 
resources, even though the Congress spoke with one voice last year in passing 
H.R. 1088. As a member of the Senate Appropriations Committee, I will fight for 
these resources so we can have a strong and effective SEC to protect our capital 
markets. 

Another important avenue for accomplishing this goal is through constructive and 
targeted legislative reforms. 

I am very proud to join with Senators Dodd, Corzine, Stabenow, and others in co- 
sponsoring a bill to address the problems that have become evident in audit and 
accounting practices at publicly-traded firms. S. 2004, the Investor Confidence in 
Public Accounting Act of 2002, tackles these problems by creating a framework to 
give investors access to transparent, accurate, and unbiased financial information 
crucial ingredients for the proper functioning of our free market economy. 

The bill provides improved oversight of the auditing profession by establishing an 
independent regulatory organization that would be responsible for establishing audit 
standards, maintaining proper quality control oversight, and ensuring proper en- 
forcement of violations. S. 2004 would also designate a fully independent organiza- 
tion to set generally accepted accounting principles. In addition, the bill clarifies 
auditor independence standards and provides for greater transparency in financial 
disclosures. 

I would note, however, that these provisions should not materially affect small ac- 
counting firms or businesses that rely small accounting firms. Since the bill pertains 
primarily to accounting firms that conduct work for publicly-traded businesses, 
small businesses will be largely unaffected. I continue to be very concerned about 
the effect that any piece of legislation would have on small, Main Street businesses. 
I will continue to work to ensure that any legislation of this type protects the ability 
of small firms to compete in the marketplace. 

I thank Chairman Pitt for his extensive and thoughtful written testimony, and 
I once again thank you, Mr. Chairman, for scheduling this hearing. 



1103 


PREPARED STATEMENT OF HARVEY L. PITT 

Chairman, U.S. Securities and Exchange Commission 
March 21, 2002 

Chairman Sarbanes, Senator Gramm, Members of the Committee: I am pleased 
to appear before the Senate Banking Committee on behalf of the Securities and Ex- 
change Commission. As the final witness in the series of hearings you have held 
over the past 2 months, I have followed with great interest the many issues this 
Committee has explored surrounding high profile business failures in recent years, 
including, most recently, the collapse of the Enron Corporation. At the outset, Mr. 
Chairman, I would like to express how much my fellow Commissioners, our staff, 
and I appreciate the thoughtful and deliberative approach you have taken in these 
hearings. The record these hearings have developed will help us all advance our 
thinking on improvements to our current regulatory system and surely will be a 
landmark example for future Congresses to follow. Undoubtedly, the record com- 
piled will provide a thorough foundation for making our Nation’s Federal securities 
laws more responsive to the current-day needs of investors, whether by legislation, 
regulation, or some combination of the two. 

On a related note, we want to thank you, Mr. Chairman, Senator Gramm, and 
all the Members of this Committee for your strong, bipartisan support of our agency. 
This Committee, of course, has had a long tradition of supporting the SEC; but over 
the last several months, as we have witnessed not one but three separate crises af- 
fecting our capital markets, you have provided leadership and strong support for our 
efforts, and I am personally grateful for your wisdom, support, and encouragement. 
In addition, we deeply appreciate the support of the entire Committee for funding 
pay parity for our staff and your concern for our agency’s resources at this especially 
critical time. I will address resources later on in my testimony, but I wanted to 
begin a substantive discussion by both commending and thanking you, Chairman 
Sarbanes, Senator Gramm, and the Members of the Committee, for your extraor- 
dinary support. 


INTRODUCTION 

The past 7 months have tested the mettle and resiliency of our country, our mar- 
kets, and the investing public’s confidence. With the events of September 11, the 
bankruptcy of Enron and, just last week, the indictment of Arthur Andersen, we 
have witnessed how critical our appropriately vaunted capital markets are to the 
strength, security, and spirit of our country and our economy. All Americans have 
felt, and continue to feel, the consequences of these events. These hearings appro- 
priately address the crisis created by the implosion of Enron Corporation. But before 
we turn to Enron’s impact, it is important to keep in mind that, from the perspec- 
tive of the Federal securities laws, all three crises have much in common. In each, 
the continuity and integrity of our capital markets was, or is, put in play. The re- 
sponse to the tragic loss of lives, and the sudden shutdown of our capital markets 
after the terrorist attacks of September 11, presented a model for all of us, and the 
rest of the world, on how to address and respond to a crisis. From the President’s 
unstinting and fearless leadership, to bipartisan cooperation in the Congress, we 
responded quickly and forcefully to an unthinkable crisis. With the implosion of 
Enron, and the indictment of Arthur Andersen, my hope is that we will follow the 
model set last September, and work constructively together to restore vital con- 
fidence in our capital markets. 

With Enron’s disintegration, innocent investors, employees, and retirees, who 
made life-altering decisions based upon a stock’s perceived value, found themselves 
locked-in to a rapidly sinking investment that ate up the fruits of years of their 
hard work. It is these Americans, whose faith fuels our markets, whose interests 
are, and must be, paramount. America’s investors are entitled to the best regulatory 
system possible. The Commission as an institution, and I both as its Chairman and 
personally, are committed to doing everything in our power not only to prevent 
other abuses of our system, but also to improve and modernize our existing system. 

In the aftermath of Enron’s meltdown, our agency currently is conducting an en- 
forcement investigation to identify violations of the Federal securities laws that may 
have occurred, and those who perpetrated them. Until the investigation is complete, 
the Commission cannot address the specific conduct of Enron Corporation and those 
involved with it, or the activities currently under investigation. The public can have 
full confidence, however, that our Division of Enforcement is conducting a thorough 
investigation and that the Commission will redress any and all wrongdoing and 
wrongdoers swiftly and completely. 
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Nothing that has occurred in recent months should undermine, or be allowed to 
undermine, investor confidence that our markets, or the regulatory system gov- 
erning them, are still the best in the world. Our capital markets are still the world’s 
most honest and efficient. Our current disclosure, financial reporting and regulatory 
systems also are still the best developed, the most transparent, and the best mon- 
itored by market participants and regulators. No other system yet matches the 
depth, breadth, and honesty of our markets, and it is important that we not lose 
sight of that critical fact. While some foreign regulators have publicly claimed that 
Enron would not have collapsed under other systems, I tell you unequivocally that 
any such claim is unsupportable. 

But even though our system is the best at present, we can, and must, do better. 
As more and more individuals become direct participants in our markets, and face 
increasingly difficult investment decisions that affect their lives, savings goals and 
retirement security, we need to maximize the utility of our existing system for indi- 
vidual investors. At the same time, we must find a way to facilitate and promote 
the ability of American businesses to raise capital efficiently and expeditiously. 

At my confirmation hearing before this Committee last July, I noted that our core 
securities laws are nearly 70 years old and reflect a time and state of technology 
long past. I promised to lead a review of the requirements the SEC administers to 
be certain they are sound, reasonable, cost-effective, and promote competition. At 
that hearing, many Members of this Committee, including Chairman Sarbanes and 
Senator Gramm, discussed with me the need for reform in the areas of corporate 
disclosure, accounting, analysts, and even crisis management. The events that have 
occurred since then have focused national attention and scrutiny on these needs. 
But as you are all well aware, the need for comprehensive reform in these areas 
did not arise overnight. In fact, this Committee had identified many of the issues 
with which we are now grappling even before I was confirmed. It is important to 
keep in focus the fact that our system has long needed regulatory attention, espe- 
cially as we evaluate competing claims for solutions to currently perceived problems. 

At my confirmation hearing, Senator Dodd gave me wonderful and sage advice. 
He said: 

[Y]our job is not to become the most popular guy in town. It is to be the 
guy that actually will look at us and tell us, when we may be calling on 
behalf of constituent interests, no matter how popular it may be, that you 
have an obligation to do what is really right on behalf of investors in this 
country, the consuming public that depends upon the integrity of these 
markets. . . . [A]t the end of the day, you have to decide — the Commission 
does — what is really in the best interest of maintaining those basic pillars 
and standards that have . . . sustained this country and its markets and 
their integrity for so long. 

I am reasonably confident that I have already satisfied and surpassed Senator 
Dodd’s first standard — clearly, I am not “the most popular guy in town!” Today, I 
address Senator Dodd’s second guiding principle — I will tell you what we think in 
unvarnished fashion. 


OPERATIVE PRINCIPLES 

In dissecting the weaknesses Enron has highlighted, and exploring appropriate 
solutions, we should start by recognizing the substantial agreement and consensus 
that exists. We all know there are problems. Enron will stand in history as the sym- 
bol of the excesses of the 1990’s, wben our markets lived on a culture of speculation, 
with too many market participants believing the market could only go up. Enron 
is the poster child for something that has been evident for a long time — our finan- 
cial disclosure and reporting system has not kept pace with changes in our markets, 
and as a result, it does not work as well as it should. Enron is tragic, and we grieve 
for the losses investors and employees suffered. Enron also must be a catalyst for 
lasting reform. 

In analyzing the aftermath of Enron, there are two discrete issues we must ad- 
dress, and concomitantly, two discrete attributes the solution to both issues must 
possess. First and foremost, it is no secret that the public’s confidence in our capital 
markets and disclosure system has been shaken over the past 7 months. Therefore, 
whatever it is that we do, we must do it quickly. Second, our system of financial 
disclosure and reporting, corporate governance and accounting regulation are in 
need of significant improvements and updating. Therefore, as we act quickly, we 
must also act wisely and comprehensively. 

As we work together, we need to identify the problems requiring solution, discuss 
the range of proposed solutions, consider alternatives to, and criticisms of, those al- 
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ternative solutions, and accept the timeless truth that, in matters of this nature, 
there are no perfect answers, there is no absolute truth. Indeed, to paraphrase both 
Voltaire and von Clausewitz, the worst enemy of a good solution is a perfect one . 1 
Both Congress and the Commission must act — at the Commission, through regula- 
tion, which has the benefit of greater immediacy, pursuant to our existing and 
ample available authority; in the Congress, through legislation, which has the ben- 
efit of extending the reach of our available authority where necessary. The fact that 
we have ample authority to pursue most of our reform objectives does not lessen 
our obligation to consult and work with Congress. But it does mean that Congress 
should be cautious in passing legislation unless it is clear that our authority simply 
cannot get us to the finish line. Together, I am confident that we can solve these 
problems in the best interest of the public. 

Regardless of the reforms we discuss or adopt, one point must be absolutely clear. 
The Commission and our Division of Enforcement are vigorously engaged in enforc- 
ing the current securities laws. Make no mistake, the SEC is the markets’ top cop 
and — with additional resources this Committee has sought for us — we will carry out 
our mission with even greater vigor. 

OVERVIEW OF NEEDED REFORMS 

Our system requires that corporate leaders be faithful to the interests of investors 
and to act with both ability and integrity. Complete and accurate disclosure and 
financial reporting to investors and markets are important parts of this duty. The 
most important challenge to corporate governance today is to restore the pre- 
eminence of this duty. This is as much a moral imperative as a legal one. 

In recent years, corporate leaders have been under increasing pressure from the 
investment community, including individual investors, to meet elevated expecta- 
tions. They also have been operating under a system that can misalign the incen- 
tives of investors and those of management. Our culture over the past decade has 
fostered a short-term perspective of corporate performance. Corporate leaders and 
directors have been rewarded for short-term performance, sometimes at the expense 
of long-term fundamental value. Investors have purchased stock not because they 
believed in the business or its strategy as an investment over the long-term, but 
simply under the assumption that stock prices would only go up. 

But after a most incredible bull market, we have had to witness the truth of the 
timeless axiom that whatever goes up can also come down, and not only because 
of a reversal in business outlook or fundamentals. Corporate leaders, under pressure 
to meet elevated expectations in the bull market, in too many instances were drawn 
to accounting devices whose principal effect was to obscure potentially adverse re- 
sults. Moreover, the effectiveness of a number of the checks and balances intended 
to ensure that we achieve appropriate corporate governance and financial reporting 
and disclosure also declined. These include reviews of financial reporting by outside 
auditors and the activities of audit committees. The moral imperative on those in- 
tended to provide the checks and balances has eroded and must be restored. Out 
of the ashes of the Enron debacle, corporate reputation is reemerging as a signifi- 
cant economic value. Corporate governance appears to be improving as a result of 
this greater market discipline in the wake of the Enron debacle. But much more 
needs to be done. 

Confidence in our capital markets begins with the quality of the financial informa- 
tion available to help investors decide whether, when and where to invest their 
hard-earned dollars. Comprehensible information is the lifeblood of strong and vi- 
brant markets. Our system and the global markets supporting that system require 
accurate, complete and timely disclosure of financial and other information. The cur- 
rent system of Federal securities regulation is premised on full and fair disclosure 
of this information. Companies choosing to access the public capital markets must 
provide material information about their financial results and condition, businesses, 
securities, and risks associated with investment in those securities. 

This Committee and its distinguished predecessors wisely permeated the Federal 
securities laws with the philosophy that full disclosure is the best way to permit 
markets to allocate capital. Congress rejected a “merit-based” system of regulation, 
which could have been construed as Government’s approval or guarantee of securi- 
ties issued by public companies and that could unduly interfere with efficient mar- 
ket allocation of capital. Optimal capital allocation requires that there not be limits 
on entrepreneurship or companies failing, or on permitting people to invest in com- 


1 Francois Marie Arouet Voltaire, Dictionnaire Philosophique, “Le mieux est l’ennemi de bien” 
(“Perfection is the enemy of the good”). Compare also Carl von Clausewitz, On War (“The great- 
est enemy of a good plan is the dream of a perfect plan.”). 
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panies that will fail. There must, however, be complete, clear, and timely disclosure 
to support the market’s allocation decisions. We believe it is important to maintain 
a disclosure-based regulatory system that relies on capital allocation decisions made 
by market participants. 

The success of our markets has not been due just to their depth and breadth, but 
also to their quality and integrity. In the wake of the Great Depression, when world 
economic forces caused precipitous and calamitous declines in equity market values, 
this Country learned that investors are willing to commit their capital to markets 
only if they have confidence that those markets are fairly and honestly run, are 
fully transparent, and affirmatively minimize the risk of loss from fraud and manip- 
ulation. Existing statutory and regulatory provisions require that the public state- 
ments by or on behalf of publicly-traded companies in the United States contain no 
misstatements of material fact and no omissions that make the statements that are 
made materially misleading. These protections are supported by a detailed structure 
of accounting and disclosure requirements intended to ensure that financial report- 
ing and other disclosures meet the mandated standards of accuracy, completeness, 
and comparability. Current law prohibits wrongful activity including, but very defi- 
nitely not limited to, fraud in making materially defective or incomplete disclosure. 

As the complexity of our financial markets continues to grow unabated, and the 
number of Americans who participate in them increases steadily, the Commission 
must ensure that our system’s traditional high standards are not compromised. The 
goal of the SEC is to ensure that our financial markets are transparent and fair 
to all investors, and to do so, we must make certain that the public is adequately 
informed about investing and that corporate America provides the disclosure inves- 
tors need to make fully informed decisions based on sound and reliable information. 
In addition to our extensive investor education programs, an integral part of our 
investor protection efforts is the SEC’s aggressive law enforcement program, which 
protects investors from fraudulent and unfair practices. 

Of course, no one should believe that we could create a foolproof system; those 
with intent and creativity can override any system of checks or restraints. Fraud 
aside, however, both the quality and timeliness of financial reporting and other dis- 
closures can, and must, be enhanced. Financial reporting and disclosure standards 
can and should be amended to address the evident deficiencies, and the standard 
setting process can and should be made more responsive to changing circumstances. 
As I discuss in more detail below, we believe we can achieve needed improvements 
by improving standards and our regulations in three principal areas. 

• First, disclosure by public companies must be truly informative and very 
timely. Companies must be subject to an affirmative obligation to provide reliable 
information that is informative, relevant, comprehensible, and timely. Investors 
should have all the information they need to make valuation and investment deci- 
sions. We want investors to have an accurate and current view of the posture of 
their company, as seen “through the eyes of management.” This has long been the 
SEC’s disclosure standard, but “through the eyes of management” must be viewed 
by all of us, and most importantly by companies’ top officials, as a broad and fluid 
obligation, not merely an obligation to disclose specified categories of information 
at specified times. And meaningful disclosure is more than a single number. There 
has been far too heavy an emphasis by all market participants on quarterly and 
on year-end earnings per share, and too little emphasis on a concise, yet lucid, 
presentation of financial information. We recommend additional substantive dis- 
closure requirements that permit fuller understanding of financial statements and 
thereby improve overall financial disclosure. We also recommend improving other 
disclosure requirements to provide disclosure of higher quality, while avoiding 
greater quantity for quantity’s sake. Finally, we are seeking to modernize our dis- 
closure system to seek more timely disclosure of the most significant information, 
while protecting companies from premature disclosure, disclosure of sensitive in- 
formation and second-guessing over when and how disclosures were made. 

• Second, oversight of accountants and the accounting profession must be 
strengthened and accounting principles that underlie financial disclosure 
must be made more relevant. Outside auditors have an important role in ensur- 
ing that the companies they audit present an accurate, complete, and current pic- 
ture of their financial condition. Critical regulatory functions, including quality 
control and discipline, should be moved from the profession to an independent 
regulatory body that is completely or substantially free from influence or funding 
by the profession, and is subject to comprehensive and vigorous SEC oversight. 
Standards of independence should be revisited and strengthened to prevent con- 
flicts of interest that might cause auditors to compromise the performance of their 
auditing functions. The standard setting process for accounting and financial dis- 
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closure must be more timely and responsive to market changes and independent 
from undue influence. Present-day accounting standards are cumbersome and 
offer far too detailed prescriptive requirements for companies and their account- 
ants to follow. That approach encourages accountants to “check the boxes” — to 
ascertain whether there is technical compliance with applicable accounting prin- 
ciples. We seek to move toward a principles-based set of accounting standards, 
where mere compliance with technical prescriptions is neither sufficient nor the 
objective. We support the wisdom of having accounting standards set by the pri- 
vate sector, but subject to our vigorous oversight. That standard setting authority 
today resides in the Financial Accounting Standards Board, whose pronounce- 
ments govern financial statements because, but only because, the Commission has 
chosen to accept those standards as authoritative. The SEC should exercise its 
authority to ensure that FASB’s agenda is responsive to issues facing investors 
and accountants and is completed on a timely basis. 

• Third, corporate governance needs to be improved. Recent events also under- 
score the need to craft responsible guidance for directors and senior officers to fol- 
low. There are a number of ways current corporate governance standards can be 
improved to strengthen the resolve of honest managers and the directors who 
oversee management’s actions and make them more responsive to the public’s ex- 
pectations and interests. We think the best way to do that is a two-fold approach: 
First, make certain that officers and directors have a clear understanding of what 
their roles are, and second, apply serious consequences to those who do not live 
up to their fiduciary obligations. The role of audit committees and outside direc- 
tors also must be strengthened. 

In his State of the Union Address in January, the President appropriately de- 
manded “stricter accounting standards and tougher disclosure requirements.” He 
called for corporate America to “be made more accountable to employees and share- 
holders and held to the highest standard of conduct.” 2 And just 2 weeks ago, the 
President outlined a substantive, serious, and thoughtful program to move toward 
implementation of these goals. 3 The SEC shares and embraces these principles, and 
is firmly committed to making them a reality. 

OUR WORKING PROPOSAL 

Even before Enron Corporation failed, we had been working to improve and mod- 
ernize our corporate disclosure and financial reporting system to make disclosures 
and financial reports more meaningful and intelligible to average investors. As I 
pointed out in an opinion piece in The Wall Street Journal last December, the public 
and the private sectors must work hard, together, to produce sensible and workable 
solutions. 4 Effective and transparent private sector regulation of accounting and 
accountants, subject to both SEC oversight and rigorous review by Congress, is an 
essential component. In addition, it is critical to improve corporate disclosure with 
financial statements that are clear and informative, with a system of “current” dis- 
closure of unquestionably significant information and with better identification and 
discussion of critical accounting principles and other financial information and their 
impact on a company’s results. 

The Commission has endeavored to move forward as quickly as it responsibly can 
on these issues. First, in cautionary advice on December 4, 2001, we gave guidance 
on the appropriate use of, and limits on, pro forma financials. 5 In further cautionary 
guidance issued on December 12, 2001, we set forth initial requirements and guid- 
ance on the obligation of public companies to disclose critical accounting principles. 6 
On December 21, 2001, we announced that our Division of Corporation Finance 
would monitor the annual reports submitted by all Fortune 500 companies that file 
periodic reports with the Commission in 2002. 7 This new initiative significantly ex- 
pands the Division’s review of financial and nonfinancial disclosures made by public 


2 President George W. Bush, State of the Union Address (January 29, 2002). 

3 President George W. Bush, Remarks During 2002 Malcolm Baldridge National Quality 
Awards Ceremony (March 7, 2002 ); President’s Plan to Improve Corporate Responsibility 
and Protect American Shareholders, available at www.WhiteHouse.gov / infocus / corporate 
responsibility. 

4 “How to Prevent Future Enrons” The Wall Street Journal, A18 (December 11, 2001), annexed 
as Attachment A. 

5 Cautionary Advice Regarding the Use of “Pro Forma” Financial Information in Earnings Re- 
leases, Securities Act Release No. 8039 (December 4, 2001). 

6 Cautionary Advice Regarding Disclosure About Critical Accounting Policies, Exchange Act 
Release No. 45149 (December 12, 2001). 

7 “Program to Monitor Annual Reports of Fortune 500 Companies,” SEC News Digest, Issue 
2001-245 (December 21, 2001). 
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companies. On January 17, 2002, we announced our preliminary plan for a Public 
Accountability Board, a private sector regulatory body for the accounting profes- 
sion. 8 On January 22, we identified issues in Management’s Discussion and Anal- 
ysis to be addressed in 2001 fiscal year reports regarding off balance sheet financing 
arrangements. 9 On February 4, the securities industry and its self-regulators an- 
nounced proposed rules to create more transparency for analyst recommendations — 
in response to a directive from the House Financial Services Committee and guid- 
ance from the SEC. We are in the process of obtaining public comments on these 
proposed rules and will proceed expeditiously to review and finalize them. 10 On Feb- 
ruary 13, we announced plans to propose rules to address aspects of corporate dis- 
closure needing immediate improvement, and on the same day we called upon the 
New York Stock Exchange and Nasdaq to look at specific components of corporate 
governance. 11 

Just this Monday, we released orders and temporary rules in order to assure a 
continuing and orderly flow of information to investors and the U.S. capital markets 
in light of the indictment of Arthur Andersen LLP. 12 Immediately upon the an- 
nouncement by the Department of Justice that Andersen had been indicted, we an- 
nounced that we requested and received assurances from Andersen that it will con- 
tinue to audit financial statements in accordance with generally accepted auditing 
standards and applicable professional and firm auditing standards, including qual- 
ity control standards. Andersen has also told the Commission that if it becomes 
unable to continue to provide those assurances, it will advise the Commission imme- 
diately. The Commission will continue to accept financial statements audited by An- 
dersen in filings as long as Andersen’s assurances remain in full force and effect. 
The orders and rules we released also establish a framework for Andersen clients 
that are unable to obtain from Andersen, or that elect not to obtain from Andersen, 
a signed report on audits that are currently in process. As to those issuers, the Com- 
mission will require adherence to existing filing deadlines, but will accept filings 
that include unaudited financial statements from any issuer unable to provide 
audited financial statements in a timely manner. Issuers electing this alternative 
generally will be required to amend their filings within 60 days to include audited 
financial statements. This alternative framework is procedural in nature, is of finite 
duration, and is intended solely to address timing constraints and temporary disrup- 
tions that the affected issuers may face. 13 

Over the past several months, we have been seeking input broadly, from all con- 
cerned, on Both corporate disclosure and auditor regulation. To that end, we held 
Roundtables, on March 4 in New York City and March 6 in Washington, DC, with 
distinguished business executives, lawyers, accountants, academics, regulators, and 
public interest representatives, who discussed various proposals and helped advance 
our understanding and insight into these issues. We have scheduled our next 
Roundtable for April 4, in Chicago, and plan to hold additional Roundtables in the 
next 2 months. This May, we will hold our first ever “Investor Summit” to solicit 
additional investor input. 

This Committee has acted in a similar manner, seeking input from a wide variety 
of experts, and today both the Commission and this Committee are much better in- 
formed as a result of our respective information-gathering processes. For example, 
the “Investor Confidence in Public Accounting Act” recently introduced by Senators 
Dodd and Corzine has substantially advanced the discussion of issues in the area 
of regulation of public accounting in this country. Other related initiatives contain 
a number of suggestions that would be beneficial to the overall improvement of our 
system and its controls in the wake of Enron. 

In testimony today, we seek to offer this Committee the most detail we can on 
our thoughts and plans for reform. But we do not yet have final answers. We are 
still soliciting and gathering additional broad input. We are receiving e-mails, phone 


8 Public Statement by SEC Chairman Harvey L. Pitt: Regulation of the Accounting Profession 
{January 17, 2002), available at www.sec.gov / news / speech. 

9 Statement About Management’s Discussion and Analysis of Financial Condition and Results 
of Operations (January 22, 2002), available at www.sec.gov I rules I other. 

10 See Notice of Filing of Proposed Rule Changes by the National Association of Securities 
Dealers, Inc. and the New York Stock Exchange, Inc. Relating to Research Analyst Conflicts of 
Interest, Exchange Act Release No. 45526, File Nos. SR-NASD-2002-21; SR-NYSE-2002-09 
(March 8, 2002). 

11 The Securities and Exchange Commission’s Press Releases regarding these actions are an- 
nexed as Attachments B-H. 

12 Requirement for Arthur Andersen LLP Auditing Clients, Securities Act Release No. 8070 
(March 18, 2002). 

13 The Commission’s Press Release regarding reporting requirements for companies audited by 
Andersen LLP is annexed as Attachment I. 
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calls, and letters daily from a wide variety of our constituents. We are continuing 
to work with this Committee, the Congress, the Justice Department, the Labor De- 
partment, and the President’s Working Group on Financial Markets. Of course, we 
will invite additional public comments in the formal rulemaking process. Therefore, 
I respectfully submit this testimony today as our informed commentary on a number 
of important and complex subjects, but caution that it is truly a work in progress — 
we are ready to learn more, to explore further, and we will not foreclose any valu- 
able alternatives and suggestions. The SEC does not have a monopoly on wisdom. 
What we do have is an undeniable obligation to think about the issues, search for 
answers, lead constructive debate, and move quickly on behalf of investors. 

1. Corporate Governance and Disclosure Reforms 

One of the most important challenges facing our capital markets today is to im- 
prove the quality of available corporate information. While technology enables inves- 
tors to acquire information more rapidly than ever, our capital markets cannot 
reach a higher level of efficiency and investor confidence unless companies provide 
higher-quality, more insightful information as well. 

As we engage in rulemaking efforts to strengthen the corporate disclosure system, 
the Commission also is assessing how our staff can further protect investors through 
our review of that disclosure. In recognition of the limits of our resources, we are 
working to further the application of risk management techniques to our review 
process. For example, in the screening of periodic reports by the Fortune 500 compa- 
nies that we have begun, we are using revised criteria which focus on areas we be- 
lieve require in-depth scrutiny. Some of our additional personnel resource requests 
are intended to enable us to build an improved risk management competence for 
many facets of our agency’s activities, not the least of which is corporate disclosure. 

1.1 Improved Quality of Financial Disclosure 

1.1.1. Management’s Discussion and Analysis 
Among other reforms, we believe it is necessary to improve the Management’s 
Discussion and Analysis section of disclosure documents. MD&A has three related 
objectives: 

• To provide a narrative explanation of companies’ financial statements to enable 
investors to see the company “through the eyes of management.” 

• To improve overall financial disclosure and provide the context within which fi- 
nancial statements should be analyzed. 

• To provide information about the quality of, and risks to, a company’s earnings 
and cashflow. 

As such, MD&A is the backbone of a company’s disclosures. Its goal is to wrap 
GAAP financial statements in a clear, understandable discussion of their context. 
Recognizing the importance of MD&A information to investors, the Commission is 
working to improve the quality of that disclosure in three key ways. 

• Critical Accounting Policies 

First, we intend to propose that companies be required to identify critical account- 
ing policies — that is, the accounting policies of a company that are most important 
to the presentation of its financial condition and financial results and that require 
the most subjective or complex accounting estimates. Investors need a greater 
awareness of the sensitivity of financial statements to the methods, assumptions, 
and estimates underlying their preparation. In our December 12, 2001 release, we 
have asked companies to begin addressing that need. 14 We intend to adopt new 
rules to elicit more uniform and precise disclosures about critical accounting policies 
in the MD&A section of annual reports, registration statements, and proxy and in- 
formation statements, with quarterly updates of that disclosure. 

Although, we are still formulating our precise critical accounting policies rules, it 
is already manifest they should include, at a minimum, basic disclosures investors 
need to understand how a company identifies those policies, and a discussion of 
those policies in the context of the company’s financial results, explaining which 
accounting estimates and assumptions relate to them. Investors will benefit from 
knowing what uncertainties could affect those estimates and assumptions. Simple 
quantitative analysis could show investors the sensitivity of a company’s estimates, 
and the impact on a company’s financial statements of possible changes — both posi- 
tive and negative — of those estimates. Past changes a company has made in esti- 
mates may be relevant, as well as disclosure of any trends or uncertainties that may 
cause a company to change the accounting method it uses. Investors also should 


14 This release is annexed as Attachment C. 
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know whether management discussed the selection, application, and disclosure of 
the critical accounting policies with the audit committee of the board of directors. 
Finally, to be truly useful, any new disclosure about critical accounting policies must 
be clear, concise, and understandable — not legalese or “accountingese.” 

• SPE’s and Related Party Transactions 

Investors have become increasingly interested in the sufficiency of disclosure re- 
garding off balance sheet obligations and contingencies, including use of special pur- 
pose entities. A company’s relationships with unconsolidated entities facilitate its 
transfer of, or access to, assets. Investors need to know more about liquidity risk, 
market price risks, and effects of “off balance sheet” transaction structures. MD&A 
should mandate specific disclosures by companies concerning transactions, arrange- 
ments and other relationships with these unconsolidated entities, or other persons, 
when they are reasonably likely to have a material effect on a company’s liquidity, 
its capital resources or its requirements for capital. If a company’s liquidity is de- 
pendent on the use of off balance sheet financing arrangements, such as securiti- 
zation of receivables or obtaining access to assets through special purpose entities, 
investors also need to know the factors that are reasonably likely to affect its ability 
to continue using those off balance sheet financing arrangements. Such matters 
could affect the extent of funds required within management’s short- and long-term 
planning horizons. The Commission will clarify the need for this type of information 
in MD&A. 15 As indicated in our February 13 press release, we also intend to pro- 
pose rules requiring current disclosure of transactions that increase a company’s 
obligations, including contingent obligations, whether or not reflected on its balance 
sheet. 16 

Many readers of financial statements also have cited a lack of transparent disclo- 
sure about transactions where that information appeared necessary to understand 
how significant aspects of the business were conducted. The investors would better 
understand financial statements in many circumstances if companies’ MD&A dis- 
closures included descriptions of the terms of broader categories of material trans- 
actions that differ from those that likely would be negotiated with the clearly 
independent parties, whether or not they involve “related parties” as traditionally 
defined. Investors need to understand a transaction’s business purpose and eco- 
nomic substance, its effects on the financial statements, and the special risks or con- 
tingencies arising from it. More specific MD&A requirements relating to the effects 
of these kinds of transactions would aid investors. 

• Trend Information 

The third phase of our MD&A rulemaking will improve MD&A disclosures relat- 
ing to trend information. We believe investors will be better able to see a company 
through management’s eyes if MD&A includes information about the trends that a 
company’s management follows and evaluates in making decisions about how to 
guide the company’s business. This disclosure would in many cases entail certain 
forward-looking information. Thus, with the envisioned improvements in companies’ 
financial trend disclosure, we will need to address lingering issues relating to when 
a company needs to update disclosure that is forward-looking and viable in the 
marketplace. With expanded disclosure obligations, we also are mindful of the liabil- 
ity issues and the liability standards associated with new disclosures. Our goal is 
to assist investors by providing more meaningful and understandable information, 
but not to convert our disclosure system into an attractive nuisance for increased 
litigation. 

1.1.2. Clarity and Accountability 

In addition to these planned MD&A disclosure reforms, we have in mind two very 
different initiatives, both of which would improve the quality and the utility of the 
corporate disclosure system. These are still in the conceptual planning stage. 

First, we believe investors would benefit if companies could produce clear and con- 
cise financial statements. This would not be an initiative to “dumb down” or omit 
the complete picture that current financial statements are intended to provide. 
Rather, it would be an effort to give companies the flexibility to produce and disclose 
financial information in “layers” ranging from those with a general “big picture” 
focus to those that encompass the minutest detail, all of which would be readily 
accessible to investors electronically. This would permit investors to “drill down” to 
whatever layer they wish. The layers would allow companies to explain financial 


15 See Statement About Management’s Discussion and Analysis of Financial Condition and 
Results of Operations (January 22, 2002), available at www.sec.gov / rules / other. 

16 The Commission’s Press Release regarding these rules is annexed as Attachment G. 
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statement disclosure to investors in ways that are more clear, concise, and under- 
standable. 

The second initiative is to improve the corporate disclosure system by increasing 
the CEO’s individual accountability for his or her company’s disclosure. As the 
President noted in his March 7 speech on corporate ethics and disclosure, 17 it is un- 
acceptable for the CEO of a company to disclaim responsibility for, or deny aware- 
ness or understanding of, the financial disclosures that his or her company makes. 
We are committed to addressing and reinforcing that responsibility. Our vision is 
a rule that would require CEOs’ to certify to shareholders that any significant infor- 
mation of which the CEO is aware has been disclosed to shareholders, and that the 
disclosures made are not misleading, inaccurate, or false. We believe this “sign on 
the dotted line” approach will focus CEOs’ attention very acutely on responsibilities 
that already exist under current law. We are also considering rulemaking that 
would call for the establishment of procedures designed to bring significant informa- 
tion to the attention of top management. 

1.2. More Timely Disclosure 

In addition to improving MD&A and other initiatives to improve the quality of 
the corporate disclosure system, we also intend to take other steps to modernize and 
improve the timeliness of corporate disclosures. We are working on three sets of 
proposed rules that would do this. 

1.2.1. Accelerated Annual and Quarterly Reports 

We are considering proposing rules that would shorten the filing deadlines for an- 
nual reports from 90 to 60 days after a company’s fiscal year end and would shorten 
the filing deadlines for quarterly reports from 45 to 30 days after a quarter’s end. 
The current secondary market disclosure system under the Exchange Act requires 
companies to provide updated information to investors at annual and quarterly in- 
tervals, with a small number of specified significant events reported somewhat more 
timely. The SEC has not changed its annual and quarterly report deadlines for more 
than 30 years. Thirty years ago, the companies still were dependent on paper and 
pencil, adding machines, carbon paper, and the U.S. mails to prepare and file their 
reports with us. Significant technological advances in the intervening decades, in- 
cluding computers, remarkably quick and sophisticated financial and other software, 
speed-of-light communications, e-mail, video conferencing and the like, have enabled 
companies to capture, communicate, and evaluate information and prepare their 
reports more rapidly. 

The revolution in information technology and communications that allows com- 
panies to disseminate and collect information broadly and swiftly also has both 
increased investors’ demand for, and provided the means for companies to supply, 
corporate disclosures on a more “real time” basis. Many public companies have 
adopted the practice of routinely issuing press releases to announce their annual 
and quarterly results significantly in advance of the due dates for their Exchange 
Act reports. 18 This is concrete empirical evidence that a more rapid time line for 
corporate disclosures is feasible and achievable. For all of these reasons, it is long 
overdue for us to modernize our periodic reporting system by significantly short- 
ening report deadlines. The Commission for years has recognized the critical need 
for such reform. 19 We are committed to implementing those reforms. 

1.2.2. More Accessible Filings 

Today, the first and most obvious resource for many investors trying to find infor- 
mation about a company is through that company’s website. We want to assure that 
investors can find companies’ reports there. We therefore intend to move toward a 
system where public companies with Internet websites will post their periodic 
reports there no later than the same day they are obligated to file reports with the 
Commission. 


17 President George W. Bush, Remarks During 2002 Malcolm Baldridge National Qual- 
ity Awards Ceremony (March 7, 2002); President’s Plan to Improve Corporate Responsi- 
bility and Protect American Shareholders, available at www.WhiteHouse.gov / infocus / 
corporateresponsibility. 

18 Of course, there can be problems in such releases, especially in the presentation of “pro 
forma” earnings, which caused the Commission to issue its cautionary guidance on December 
4, 2001. Cautionary Advice Regarding the Use of “Pro Forma” Financial Information in Earn- 
ings Releases, Securities Act Release No. 8039 (December 4, 2001). 

19 See The Regulation of Securities Offerings, Securities Act Release No. 7606A (November 13, 
1998), Sections XI.A-XI.B. 
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1.2.3. Accelerated Disclosure of Corporate Insiders’ Trading Activities 

Under current law, corporate insiders are not required to file reports of their trad- 
ing activities with the Commission until 10 days after the end of the month in 
which the trading occurred. 20 Six years ago the Commission adopted a rule that al- 
lows insiders who sell their holdings back to their companies to postpone disclosure 
of those transactions for up to an additional year. 21 Under current law, we cannot 
accelerate statutory reporting requirements applicable to insiders. But we can and 
intend to impose obligations on companies to report immediately any transactions 
by corporate insiders, including those with the company. Legislation is currently 
pending that would amend Section 16 of the Exchange Act to require the reporting 
(by electronic media) of securities transactions by officers, directors, or other affili- 
ated persons of the issuer within a much shorter time frame (a business day or two). 
While there are practical issues to work through regarding electronic filing, the con- 
cept of requiring insiders to report their trades more expeditiously is unassailable. 
Legislation of this nature is worth consideration, but we do not think it is critical. 
We intend to act by rule in order to expedite the flow of this important information 
to the market. 

1.2.4. More Current Disclosure 

We also intend to solicit public comments soon on a significantly expanded list 
of items to be disclosed by companies between their current periodic reporting peri- 
ods. In addition, we intend to accelerate the filing deadline for these disclosures. At 
present, only five corporate events trigger mandated intra-period disclosure on Form 
8-K. These include a change in the company’s independent auditor; resignation of 
a director; a change in control; the acquisition or disposition of a significant amount 
of assets not in the ordinary course of business; and bankruptcy or receivership. 

The proposals being drafted would add approximately a dozen new significant 
events requiring companies to make expeditious Form 8-K filings. In addition to 
transactions by insiders in company securities, described above, companies would be 
required to report the following events on a current basis: 

• Changes in rating agency decisions about a company. 

• Defaults and other events that could trigger acceleration of direct or contingent 
obligations. 

• Transactions that result in material direct or contingent obligations not included 
in a prospectus filed by the company with the Commission. 

• Offerings of equity securities not included in a prospectus filed by the company 
with the Commission. 

• Waivers of corporate ethics and conduct rules for officers, directors, and other key 
employees. 

• Material modifications to rights of security holders. 

• Departure of the company’s CEO, CFO, COO, or president. 

• Notices that reliance on a prior audit is no longer permissible, or that the auditor 
will not consent to the use of its report in a Securities Act filing. 

• Definitive agreements that are material to the company. 

• Losses or gains of material customers or contracts. 

• Material write-offs, restructurings or impairments. 

• Movement or de-listing of the company’s securities from an exchange or quotation 
system. 

• Any material events, including the beginning and end of lock-out periods, regard- 
ing the company’s employee benefit, retirement and stock ownership plans. 

Under existing Form 8-K requirements, companies must file a Form 8-K within 
5 business or 15 calendar days after the triggering event, depending on the nature 
of the event. Given the significance of these disclosures to participants in the sec- 
ondary markets, we intend to propose that companies be required to file their Form 
8-K reports no later than tbe second business day following occurrence of the 
events. We also will consider whether some of the events should be disclosed by the 
opening of business on the day after the occurrence of the event. The need for more 
current disclosure of a broader range of significant corporate activities is something 
the Commission recognized several years ago. 22 We are committed to having compa- 
nies provide better current information. 

Over a longer term, we also will consider amendments to the basic framework of 
the reporting system to require public companies to disclose vital information on a 


20 Section 16(a) of the Securities Exchange Act of 1934 (15 U.S.C. 78p(a)). 

21 See 17 C.F.R. 240.16a— 3(f) and 16b— 3(e), adopted by Exchange Act Release No. 37260 (May 
31, 1996). 

22 See Securities Act Release No. 7606A (November 13, 1998), Section XI. B. 
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“current” basis. We intend to formulate revisions to our rules that would impose a 
duty on companies quickly to disclose events that are unquestionably significant to 
investors. This would include, but not be limited to, the updating of the trend infor- 
mation that we envision adding to the MD&A disclosure requirements. 

1.3. Corporate Governance Reforms 

As discussed, there are a number of ways current corporate governance standards 
can be improved to strengthen the resolve of honest managers and the directors who 
oversee management’s actions and make them more responsive to the public’s expec- 
tations and interest. In considering these reforms, it is important to keep in mind 
that, traditionally, corporate governance issues and standards have been left to the 
States to develop and enforce. We do not recommend a change in that basic division 
of responsibilities between the States and the Federal Government. Nonetheless, be- 
cause our markets are national and international, not solely intrastate, and because 
the consequences of a lack of meaningful and cohesive corporate governance reform 
are dramatic, we are devoting considerable attention to the ways in which our sys- 
tem can be improved. Other witnesses have raised similar concerns. 23 We support 
the “race to the top” of best practices on corporate governance. 

To this end, last month we asked the New York Stock Exchange and Nasdaq to 
review their corporate governance and listing standards, including important issues 
of officer and director qualifications and codes of conduct of public companies. We 
also separately asked Financial Executives International to review its code of ethics 
in light of recent developments. Both the NYSE and Nasdaq responded quickly to 
our requests. Both have commenced reviews of existing requirements, and have ap- 
pointed committees to assist that effort. We expect to receive results of their reviews 
shortly. And, this past Tuesday, FEI presented us with a series of recommendations, 
as well as revisions to its acclaimed code of ethics. 24 

We also intend to implement the President’s directive to us to require CEO’s to 
certify their company’s annual and quarterly filings in a meaningful way. As we en- 
vision this, we believe that CEO’s should be able to attest to the fact that anything 
they consider important in running their companies has been disclosed to investors. 
In addition, the President called upon us to seek disgorgement from corporate offi- 
cers and directors of compensation and bonuses predicated on corporate performance 
that turns out to have been illusory or fraudulent. In fact, on March 13, we filed 
an action seeking exactly such disgorgement from the former president and chief op- 
erating officer of IGI, Inc. for violations of the antifraud, periodic reporting, record- 
keeping, internal controls and lying to auditors provisions of the Federal securities 
laws. 25 We intend to proceed similarly in other appropriate situations where prin- 
cipal corporate officers and directors can disgorge to investors and their companies 
unearned or undeserved bonuses, stock options, and compensations. 

1.4. Capital Raising Reforms 

Finally, contemporaneous with this renewed focus on the corporate disclosure sys- 
tem, we will pursue our plan to implement long-needed reform in the regulations 
governing capital raising. Our capital markets need to be strengthened by revising 
many of the communications restrictions imposed under the Securities Act and its 
regulations and by modernizing the delivery system for information, including 
prospectuses. In addition, once the Commission truly has put in place a current dis- 
closure system, it will then be both possible and appropriate to provide accelerated 
access to the public markets for seasoned reporting companies with the largest mar- 
ket capitalization. 

These offering initiatives remain a priority and the work on them is well under- 
way; they should go hand-in-hand with some of the other initiatives I have already 
mentioned. In prior years, the Commission recognized the need for this kind of re- 
form, but did not implement these improvements. 26 


23 See, e.g., Senate Banking Committee testimony of John Whitehead on March 19, 2002 (“The 
authority of the SEC should also be extended to create a new self-regulatory entity charged with 
drafting a voluntary code of best corporate governance practices linked to an SEC disclosure re- 
quirement. Companies would then disclose whether they comply with the voluntary code, and 
explain areas of noncompliance.”). 

24 The FEI’s recommendations and revised code of ethics are annexed as Attachment J. 

25 See SEC Files Financial Fraud Actions and Settled Administrative Proceedings Against 
Former Senior Officer and Managers of IGI, Inc., and Against IGI, Inc., Litigation Release No. 
17410 (March 13, 2002). The action is pending. 

26 See Securities Act Release No. 7606A (November 13, 1998), See also Report of the Advisory 
Committee on the Capital Formation and Regulatory Processes (July 1996). 
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1.5. Legislative Assistance 

I have highlighted some of the items on the Commission’s agenda for improving 
the quality and timeliness of corporate disclosures and modernizing the offering 
process. There are a few areas where we believe we need the assistance of Congress 
to implement fully some of the initiatives I have discussed, and to take other im- 
portant steps in improving the integrity, quality, and timeliness of the corporate dis- 
closure system. 

1.5.1. Additional Enforcement Tools 

As noted, the President has called upon us to improve the system of personal ac- 
countability for corporate disclosures on the part of corporate officers and directors. 
The President also endorsed our need for administrative authority to bar officers 
and directors who seriously violate their duties to public shareholders. At present, 
the securities laws authorize us to seek officer and director bars in court in appro- 
priate cases. 27 But some courts have taken an inhospitable approach to the plain 
legislative language, thwarting our ability to prevent some officers and directors 
who inflict serious harm on investors from repeating that kind of conduct. 28 We will 
continue to press for a more enlightened and hospitable reading of the statutory lan- 
guage, but we believe the Commission should have the ability, administratively, to 
effect such relief promptly, subject of course to subsequent judicial review of the 
Commission’s action. We also think the Commission should have the authority to 
impose penalties in these instances. By removing existing judicial restraints, and by 
providing for judicial review of the Commission’s imposition of such a sanction, you 
will be giving us a tool we need to address and deter corporate malfeasance and 
misfeasance — akin to our authority to do the same with brokerage firm personnel, 
stock exchange officers, directors and others, akin to the authority of the banking 
regulators to bar future service by banking officers and directors. A recent edition 
of Business Week reported that a significant majority of the chief financial officers 
polled by Business Week and the Financial Executives International favored harsher 
penalties for officers and directors who fail to discharge their duties properly. 29 

In addition, as I noted during my confirmation hearings, the amount of recidivism 
in the securities field is alarming. We believe that both the Commission and the 
courts should be under an obligation to impose officer and director bars in any case 
of repeat fraudulent misconduct by officers and directors. 

Another tool we seek to enable us to deal with recidivists is statutory flexibility 
for the Commission to seek civil contempt penalties for those who violate prior judi- 
cial or administrative sanctions and restrictions. The Commission believes that the 
Department of Justice also should be given the ability and the resources to pursue 
instances of criminal contempt, on its own or at the Commission’s urging, with a 
simplified statutory test that will not bog these cases down in endless proceedings. 

Under existing law, the civil liability provisions for violation of disclosure require- 
ments include disgorgement of all gains, but for those without gains the maximum 
civil liability is $120,000 or the “gross amount of pecuniary gain*’ for each violation, 
even for fraudulent disclosure violations. We seek legislation that increases the 
sanctions for defective disclosure. Legislation was passed in 1984 to address the pre- 
viously insufficient sanctions under the securities laws for insider trading. 30 

A similar need exists today to increase the sanctions for violation of disclosure re- 
quirements without regard to trading. Investors can be harmed by disclosure that 
violates applicable requirements to the same degree, whether or not those respon- 
sible for the violations are trading. Since the purpose of these sanctions is to deter 
future misconduct, and redress past misconduct, looking at this problem from the 
vantage point of defrauded investors is the appropriate approach. While large mone- 
tary sanctions will not, by themselves, rid us of misconduct, they will give all those 
involved in our capital markets a greater incentive to abide by the statutes and 
rules administered by the SEC. 

1.5.2. Increased Emergency Powers 

On November 13, 2001, the House of Representatives passed H.R. 3060, the Emer- 
gency Securities Response Act of 2001, to augment the emergency authority of the 


27 Section 21(d)(2) of the Securities Exchange Act. 

28 SEC v. Patel, 63 F.3d 137, 141 (2d Cir. 1995) (in reversing the lifetime injunction against 
an officer of a company who was found to have violated the Federal securities laws, the court 
discussed a nonexclusive six factor test for considering fitness to serve as officer or director: (1) 
the egregiousness of the violation; (2) whether the defendant was a recidivist; (3) the defendant’s 
position when he engaged in the fraud; (4) the degree of scienter; (5) the defendant’s economic 
gain from the violation; and (6) the likelihood that the defendant would repeat the misconduct). 

28 “The CFO’s Weigh in on Reform,” Business Week (March 11, 2002). 

30 See Insider Trading Sanctions Act of 1984, Pub. L. 98-376, 98 Stat. 1264. 



1115 


SEC by revising Section 12(k) of the Exchange Act, to allow emergency powers for 
30 business days. We had found, in the wake of the business repercussions from the 
significant damage and loss of life inflicted on lower Manhattan following the hor- 
rific events of September 11, that the existing provision of 10 business days was not 
sufficient. I commend this legislation to the Committee’s attention and ask for your 
support to present such legislation to the Senate. 

1.5.3. Increased Shareholder Powers over Option Plans 

To ensure that shareholders are both aware of, and have some right to evaluate, 
the proposed issuance of securities of a public company to its officers and directors, 
we believe all national securities exchanges and national securities associations 
should adopt listing rules in the next 6 months that require companies to seek 
shareholder approval for plans that allow corporate officers or directors to acquire 
company securities. We intend to ask the exchanges and associations to implement 
such proposals, and we believe, based upon our excellent working relationships with 
them, that they will do so, but we would like to make this a matter of law, rather 
than a matter of choice. 

1.5.4. More Timely Access to Reports 

To ensure the greatest degree of investor access to corporate disclosure, we seek 
clear authority to require public companies to maintain corporate websites, and to 
post corporate disclosures and other documents on their websites. While we believe 
that we can effect this result, clearer authority would move us quickly and easily 
to the desired result whereby all corporations recognize that the time has come for 
them to understand that constant and immediate communications with share- 
holders are essential. 

Also, to ensure the ability of the Commission to modernize the delivery of cor- 
porate information, the Commission needs unambiguous authority to permit deliv- 
ery of corporate disclosure through electronic means subject to such conditions as 
the Commission requires for the protection of investors. 

1.5.5. Private Securities Litigation 

Even though more must be done to minimize the likelihood that future Enrons 
can occur, it is also important to recognize that there is neither enough money, nor 
people, to prevent hucksters from defrauding innocent investors. The SEC has a 
critical role to play in protecting investors. But private litigation, when properly for- 
mulated, is a very necessary supplement to the SEC’s mission. To be effective, how- 
ever, private litigation must be designed to help investors, not their lawyers. 
Though not a principal focus of concern, some have suggested that the Private Secu- 
rities Litigation Reform Act of 1995 (P.L. 104-67) is somehow responsible for, or 
contributed to, the collapse of Enron, and that reforms, or even outright repeal of 
the Act, are warranted. 31 Because this Committee took the lead in promoting the 
PSLRA, we think it appropriate to express the Commission’s position with respect 
to these issues surrounding the PSLRA. 

The PSLRA was the subject of, literally, years of debate and consideration by the 
Congress. In 1995, after numerous hearings, exchanges with the Commission, and 
debate, the bill was initially approved by a vote of 320 to 102 (with one abstention) 
in the House of Representatives, and by a vote of 65 to 30 in the Senate. After 
President Clinton vetoed the bill, the Congress moved to override the President’s 
veto message, voting 319 to 100 (with one abstention) in the House, and 68 to 30 
in the Senate, after which the bill automatically became law. 

Just prior to Congresses’ consideration of the bill, then-Commission Chairman 
Levitt wrote to then-Senate Banking Committee Chairman D’Amato on November 
15, 1995, on behalf of the Commission: 

At the outset, let us express our appreciation for your willingness to heed 
the concerns of the Commission . . . [W]e believe the [current] draft . . . 
responds to our principal concerns. We understand the need for a greater 
flow of useful information to investors and the markets and we share your 
desire to protect companies and their shareholders from the costs of frivo- 
lous litigation. 32 

Since the enactment of the PSLRA, the dollar amount of class action awards and 
settlements have increased substantially, while the number of issuers sued has not 


31 See, e.g., “Now Who, Exactly, Got Us Into This?” The New York Times, Sec. 3, p. 1, dated 
February 3, 2002. 

32 A copy of this letter is annexed at Attachment K. 



1116 


changed significantly. 33 In addition, by requiring courts to consider who the plain- 
tiffs should be in any class action, one intended beneficial result of the PSLRA is 
that larger, and more thoughtful, institutional plaintiffs have become more involved 
in the shareholder litigation process, rejecting cases that are frivolous, but pursuing 
vigorously those cases that reflect serious misconduct. We should all be alert to pos- 
sible unintended consequences that may arise from any legislative enactment; but, 
in the absence of any empirical data suggesting a nexus between the PSLRA and 
situations like Enron, we strongly urge the Committee to refrain from making any 
changes in that legislation. 

2. Accounting Reforms 

2.1 The Public Accountability Board 

The number of sudden and dramatic reversals of public companies’ financial con- 
ditions has called into question the regulatory system currently used to oversee the 
quality of the audits of financial statements that are filed with the Commission and 
relied on by investors. In particular, it appears that the current system of firm-on- 
firm peer reviews, overseen by a Public Oversight Board that lacks the power to 
direct the conduct of those reviews or to discipline auditors for unethical or incom- 
petent conduct, has not produced a credible result. The current system does not pro- 
vide investors with sufficient confidence in the efficacy of the audit process. 

We are proposing “private sector” regulation, not “self” regulation. Self-regulation 
implies that the accounting profession would regulate itself. We are suggesting reg- 
ulation by the private sector, but not by the profession. Rather than a body that 
functions under the aegis of the American Institute of Certified Public Accountants, 
which represents the accounting profession, the Commission announced on January 
17 our intention to create a new, private sector, independent body that can direct 
periodic reviews of accounting firms’ quality controls for their accounting and audit- 
ing practices and discipline auditors for incompetent and unethical conduct. We 
believe there is substantial consensus on this approach. 

This private sector body would supplement our enforcement efforts, by adding a 
layer, or tier, of new regulation. There should be no misunderstanding. In the first 
instance, we, and our Division of Enforcement, will continue vigorously to inves- 
tigate and pursue instances of illegal conduct. The SEC has had a successful history 
with two-tier regulation that involves the private sector. Such two-tier regulation 
has been largely successful with the brokerage industry. Private regulation presents 
major advantages, in terms of available resources, quality control and discipline. 
The SEC is best suited to bring actions for civil violations of law — fraud and such. 
Private regulation can govern conduct that may not be unlawful, but reflects ethical 
lapses or deficiencies in competence. It allows quality control that is more flexible, 
but also more effective. And discipline can be applied more quickly and therefore 
more effectively. The accounting profession and the investing public both would ben- 
efit from such an approach. 

In order to understand how the Commission’s proposal regarding oversight of the 
accounting profession is a substantial improvement over the present system, it is 
important to understand what has been misunderstood by many who have com- 
mented on this issue — the structure of the AICPA’s Public Oversight Board. The 
POB was created by the AICPA in 1977 and charged with overseeing and reporting 
on the programs of the AICPA’s SEC Practice Section (SECPS), created that same 
year. The SECPS is comprised of accounting firms that audit the financial state- 
ments of public companies, and establishes quality control requirements for those 
firms. While intended to be autonomous (the POB could set its own budget, estab- 
lish its own operating procedures, and appoint its own members, chairperson, and 


33 According to the Stanford Law School Securities Class Action Clearinghouse (available at 
securities.stanford.edu): 

• The absolute number of issuers sued does not appear to have changed dramatically since 
passage of the Act, once the effects of the IPO Allocating Litigation are excluded. Litigation 
activity declined in 1996, but that decline was likely a transition effect. 

• Since passage of the Reform Act, a larger percentage of litigation activity centers on allega- 
tions of accounting fraud, with revenue recognition issues emerging as particularly significant 
causes of litigation. 

• Since passage of the Reform Act, a larger percentage of litigation activity also alleges trad- 
ing by corporate insiders during periods when frauds are allegedly “alive” in the market. 

• The dollar magnitude of settlement has increased noticeably, particularly in the settlement 
of “mega-cases.” There have been five post-Reform Act settlements in excess of $200 million. The 
Cendant litigation was settled for $3,525 billion ($3,185 billion in the common equity settlement 
and $340 million in the Prides settlement); the Bank of America Litigation settled for $490 mil- 
lion; Waste Management settled two separate class actions for $457 million and $220 million; 
and 3Com settled a class action proceeding for $259 million. 
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staff), the POB relied on voluntary dues paid by SECPS members for its funding. 
In addition, the POB lacked the ability to organize and implement its own quality 
control reviews. And the POB was not given disciplinary authority. All of these defi- 
ciencies will be remedied in the private-sector regulatory regime we have proposed. 

Another issue receiving a great deal of attention is whether legislation is needed 
to implement our proposed private sector regulatory body. First, it is critical to sepa- 
rate the regulatory model from the issue of whether there is a need for legislation. 
We think there is substantial agreement on the model we have proposed, and that 
is the first step in moving toward a more effective regulatory system. Legislation 
is not required to establish private sector regulation with SEC oversight. If the 
Congress determines that legislation is appropriate, however, we are committed to 
assist that process. Whether or not Congress acts, it is incumbent for the SEC to 
move forward with the most responsible proposal it can. 

The new body we suggest, which we refer to as the Public Accountability Board 
or PAB, must have certain attributes, and its mission must be based on certain im- 
mutable principles. 

2.1.1 Private Sector Regulation 

Today, we are even more convinced than we were when we initially proposed the 
PAB in January that there must be private sector, not self regulation of the profes- 
sion in the areas of discipline and quality control. The AICPA’s Public Oversight 
Board has not been as effective as it could have been, and the disciplinary process 
has not been sufficiently swift or transparent. There is near total consensus on this 
point. Indeed, the AICPA and the major accounting firms have recognized this is 
a needed change to restore public confidence. 

This new entity is a means to assure that accountants conform not merely to the 
law, but to the highest ethical and competence standards as well. In the details of 
our proposal that follow, such as an assured source of funding, and a required 
super-majority (at least) of public board members unaffiliated with the accounting 
profession, our guiding principle was to avoid the shortcomings of the current sys- 
tem, and to learn from those shortcomings. The POB was a good idea a quarter 
century ago, but it does not meet the needs of today. 

2.1.2. Predominately Public Membership of the Board 

For the same reason that we believe that public oversight, rather than self regula- 
tion, is needed to restore faith in the accounting profession, we believe that it must 
be clear that the PAB places the public interest and the interest of investors above 
all else. This means that representatives of the public must be in the position to 
make all significant calls on quality control and disciplinary issues. At its core, we 
believe the board should be composed predominantly of independent public mem- 
bers, unaffiliated with the accounting profession. This would help ensure oversight 
of the accounting profession that is free from undue influence from the accounting 
profession. In the Roundtables we have held so far, there has been general agree- 
ment that our proposed composition of the board — predominantly public members, 
not from accounting firms — was appropriate. During this Committee’s recent hear- 
ings, virtually every witness endorsed the notion of a new regulatory structure of 
the kind we are proposing. 

At the same time, we believe the public will benefit if the PAB also includes a 
small minority of members from the accounting profession. They bring necessary ex- 
pertise and an understanding of current accounting issues. We think it ill advised 
to exclude them completely. As we consider reforms for oversight of the accounting 
profession, we need to take into account the likely effects of new initiatives — 
intended and unintended. If those with expertise are excluded from providing any 
oversight of their own profession, the PAB is likely to devolve into a board known 
more for its lack of understanding of issues than for its vigorous oversight. If we 
had to construct a board to oversee the structural integrity of a bridge, we would 
not exclude bridge builders or engineers. Having a small minority of members who 
are affiliated with the accounting profession will assure necessary expertise. 

In order to obtain independence without sacrificing expertise, we believe that the 
PAB should be composed of public members and members associated with the ac- 
counting profession. Whether the board has a two-thirds majority of public members 
or three-quarters or some other super majority is an important detail, but should 
not detract from the underlying principle that the board must be independent, and 
must function independently. 

To assure the quality and the independence of the members, the selection of the 
initial group of PAB members, and the appointment of a chairperson (who should 
be a public member), should be made by the Commission. After the appointment of 
the initial members through a selection process directed by the SEC, the PAB itself 
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should have the responsibility of choosing new members, and new chairpersons, to 
replace those who depart. Those selections should be subject to Commission ap- 
proval. The PAB chairperson should always be selected from among the public mem- 
bers. The PAB should meet frequently, as distinguished from the current Public 
Oversight Board, and all of its members should be required to devote substantial 
time to the PAB and directly manage the entity. 

The PAB appointment process should operate solely under the aegis of the SEC. 
The Commission has statutory authority to set accounting principles . 34 We have 
direct oversight responsibility for the quality of financial reporting, including en- 
forcement powers. We recognize some witnesses and some legislative proposals 
would include other Government officials, such as the Secretary of the Treasury, the 
Chairman of the Federal Reserve Board or the Comptroller General, in the selection 
process on an ongoing basis. We think this involvement by additional Government 
officials with no direct responsibility for the governance of the accounting profession 
could dilute clear lines of oversight responsibility and unnecessarily complicate the 
selection process. In addition, we believe that the Commission, as an independent 
agency, should be protected from the appearance of pressure from other Government 
sectors and agencies. 

2.1.3. Diverse, Involuntary, and Independent Funding 

One of the most important steps to restore public confidence in the discipline and 
quality control of the accounting profession is to assure a funding source that is 
secure and independent. If all funding comes from the accounting profession, and 
voluntarily at that, as was the case with the POB, the PAB could operate under 
a cloud in the public’s opinion. Well meaning legislative reform proposals that keep 
the funding source solely from the accounting profession are not as viable as those 
that spread the funding burden to all users of financial statements. We see funding 
coming from a variety of sources. First, membership in the PAB should be manda- 
tory, in which case the PAB would be able to impose membership fees on accounting 
firms and their members. But, more importantly, additional funding should come 
from issuers whose financial statements are filed with the SEC and certified by 
independent public accountant members of the PAB. We believe, in contrast to a 
POB that is wholly dependent on voluntary funding from the accounting profession, 
the involuntary, broad-based funding from all users of audit services would protect 
the PAB from even the appearance of undue influence. We believe we have the 
authority under existing law to implement our funding concepts for the PAB. 

2.1.4. Mandatory Membership 

No matter how well conceived, the PAB will be effective only if all accountants, 
as well as all accounting firms, that audit public companies are required to abide 
by its directives. An auditor should not be able to circumvent the quality control 
and disciplinary mechanisms of the PAB simply by declining to register with the 
PAB. Therefore, we propose that membership in, and being subject to the PAB’s 
processes, must be a prerequisite to an auditor’s ability to supply audit opinions on 
which a registrant may rely to satisfy its filing obligations under the securities laws. 
Also, we propose to implement this requirement by making membership in the 
PAB a condition for certifying financial statements, as required under our Regula- 
tion S-X . 35 

Remaining in good standing with the PAB must also be a prerequisite to the abil- 
ity to continue to audit the financial statements of public companies. As discussed 
in more detail below, PAB discipline, and the possibility of that discipline, must be 
meaningful, and to be meaningful, the failure to be in good standing with the PAB 
(reflected in a PAB-imposed suspension or revocation of registration, or limitation 
of functions) must have significant consequences. 

2.1.5. Improved Quality Control Reviews 

While individuals within accounting firms generally take firm-on-firm peer re- 
views seriously, investors and critics of the program often consider it to be a “one 
hand washes the other” approach to regulation. 

To avoid this perception, we believe that quality control reviews should be di- 
rected and principally conducted by PAB staff, and PAB staff should make all key 
decisions during the conduct of the reviews. The PAB should be sufficiently staffed 
to carry out this responsibility, although it should be feasible for the PAB to draw 


34 See, e.g., Section 19(a) of the Securities Act (15 USC 77s(a)), and Section 13(b)(1) of the 
Securities Exchange Act (15 USC 78m(b)(l)). 

35 Form and Content of and Requirements for Financial Statements, Securities Act of 1993, 
Securities Act of 1934, Public Utilities Holding Company Act of 1935, Investment Company Act 
of 1940, and Energy Policy and Conservation Act of 1975 (Regulation S— X), 17 C.F.R. Part 210. 
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upon professional personnel from the profession to assist in the reviews, as long as 
any such personnel are subject exclusively to PAB direction. 

The PAB should promulgate standards for its quality control review process. It 
should publish those standards for public comment, and the standards ultimately 
adopted must be subject to Commission approval. The current system provides for 
reviews only every 3 years, which we believe is insufficient. Therefore, along with 
promulgating review standards, the PAB should determine how frequently to con- 
duct routine reviews and should determine what events or circumstances will trig- 
ger nonroutine reviews. The firms that audit the vast majority of public companies 
should be reviewed annually. 

While we believe that the Auditing Standards Board (ASB), the entity tasked with 
promulgating quality control standards for audits, has performed that task well, we 
expect that the PAB, through its work in conducting quality control reviews, will 
be well positioned to make very useful recommendations about those standards. We 
therefore believe that the PAB’s mission must include the expectation that it will, 
as it deems appropriate, influence the agenda of the ASB and make public rec- 
ommendations about quality control standards. We also believe that the ASB should 
have a formal mechanism for considering, and obtaining public comment on, those 
agenda items and recommendations. 

Many commentators, and prior witnesses before this Committee, have offered sug- 
gestions on the structure of the accounting firms themselves, and how these firms 
could change their internal governance structure to better reflect the public interest 
needs. Improving risk management, improving internal controls over audit quality, 
enhancing the supervision of the audit process are all laudable goals. We believe 
many of these issues, as they reflect competency and ethical standards, could be 
addressed more quickly and effectively by the PAB. 

Similarly, calls for a statutory imposition of an affirmative duty of supervision of 
audit personnel, similar to the supervisory duties that arise from the defense avail- 
able under the Federal securities laws to broker dealers, may overshoot the mark. 36 
The Commission already looks up the chain of command on any defective audit, 
when seeking to enforce the law, and we are concerned that a statutory provision 
may limit, rather than expand, the potential reach of the existing proscriptions. 

Finally, ideas concerning the restructuring of the governance of the audit firm, 
requiring public members, or a majority of public members, or an independent over- 
sight board, such as that adopted by the Andersen firm and chaired by Paul 
Volcker, are interesting and productive suggestions, but may be best left to indi- 
vidual firm consideration. The market has a large appetite for improved audit gov- 
ernance, and enhancements in this area should be supported by the SEC, but not 
mandated. We should encourage a “race to the top” in the adoption of best practices, 
but should be careful not to impose a one-size-fits-all solution. 

2.1.6. Disciplinary Powers 

The SEC has long had power to discipline accountants for failing to meet their 
professional standards of conduct. Rule 102(e) currently embodies that authority. 
The PAB should have parallel authority, such that the SEC could refer cases to it, 
and could take back investigations from it, at any time. This is similar to the cur- 
rent enforcement relationship the Commission has with NASDR and the NYSE. 

Principal criticisms of the current system are that it takes too long to discipline 
an errant accountant, and that the sanction is not sufficient. Through mandatory 
membership of both firms and individual accountants in the PAB, the PAB could 
remove the accountant or the firm from practice before the SEC. If individual and 
firm membership in the PAB is a prerequisite to conducting audits of public compa- 
nies, the temporary or permanent removal of an accountant or firm from the PAB’s 
membership would operate to prevent the accountant or firm from practicing before 
the Commission. Additional remedies, such as limitations on the firm taking on new 
business, or specific quality control changes and other undertakings, should also be 
the subjects of PAB authority. The PAB would be required to take immediate action 
on any matter referred to it from the SEC. The public members of the PAB would 
oversee that immediate inquiry, and the public members would determine the sanc- 
tions. A further sanction would allow the PAB to require the rotation of auditors, 
that is, to force a public company to obtain a new firm, in light of the misconduct 
found on the part of the present auditor. This sanction we view as more meaningful 
than the wholesale call of some for automatic rotation of auditors, without any 
showing that there was misconduct, or a need for such rotation. 


3e With respect to broker-dealer supervision, see Section 15(b)4(e) of the Securities Exchange 
Act of 1934. 
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A further concern about private sector regulation is the lack of authority to com- 
pel production of documents and testimony. Due to the required membership in the 
PAB for both firms and individuals, and supplemented through contractual require- 
ments with any issuer using financial statements prepared by a PAB member, we 
believe the PAB could conduct rapid inquiries, with the right to revoke or suspend 
for a time the registration of any member firm or individual, thus providing the 
clout necessary to get discovery of the facts in any investigation. This could work 
as effectively as if the PAB had subpoena power. In fact, the SRO’s regulating the 
brokerage community do not possess subpoena power, but through tbe available 
sanction of throwing the broker out of the business can nonetheless effectively com- 
pel cooperation in investigations. Moreover, we believe that, in cases in which the 
PAB was denied certain information, the Commission could assume responsibility 
for a particular accounting enforcement matter, and use its own subpoena enforce- 
ment authority to make sure that a full record is developed. 

Persons subject to PAB disciplinary decisions should be able to obtain meaningful 
review of those decisions. The PAB should routinely and promptly transmit its dis- 
ciplinary decisions to the Commission, and those decisions should be reviewable by 
the Commission either at the request of the disciplined person or on the Com- 
mission’s own initiative. That review process would, of course, be public. These pro- 
cedures could all be implemented under the Commission’s existing statutory 
authority. 

2.1.7. Commission Oversight 

Although the Commission’s relationship with the POB was based on the desire 
to assure the Congress and the public that the peer review process and related pro- 
grams were working well, the Commission had limited ability to affect the work of 
the POB or the peer review program. 

For the PAB to be credible, the Commission must have a direct role in the oper- 
ation of the PAB’s regulatory programs by exercising effective and rigorous over- 
sight of its membership, rules, and activities. In addition, in order to promote an 
understanding of its processes and to inform the public of the results of its programs 
and proceedings, the PAB should be required to issue periodic reports. 

2.1.8. Method of Formation 

We believe we must act quickly to restore faith in the accounting profession and 
our markets that rely on it. The Commission can, through its existing authority, ef- 
fectively establish a PAB with all of the attributes described above quickly. In our 
Roundtables regarding the proposed PAB structure, all panelists seemed to agree 
that integrity and competence of auditors was crucial, and that these characteristics 
likely cannot be legislated into existence. 

We view authority for the PAB to flow from our authority to determine the nature 
of financial statements filed with the Commission, and the nature of the certifica- 
tion required on those financial statements. Just as the independence requirements 
of the SEC flow from its ability to define the term “independent” as used in the se- 
curities laws, so, too, do the competency and ethics requirements of Rule 102(e), and 
indirectly of the PAB, flow from the Commission’s authority to determine the nature 
of the filings made to it. The Commission’s authority to create an administrative 
disciplinary system, presently embodied in Rule 102(e) has already been judicially 
recognized. 37 

2.2. Auditor Independence Requirements 

There has been considerable debate concerning what, if any, changes to the Com- 
mission’s auditor independence rules are necessary to restore investors’ confidence 
in the integrity of the audit process. The Commission’s current rules on auditor 
independence were adopted less than 18 months ago, and were targeted to address 
problems about which there had been considerable study, discussion, and debate. 
The Commission’s approach at that time should be tested by practical application, 
over a reasonable period of time. If problems are empirically shown to exist in this 
area, any needed reforms can be tailored to address the precise problems uncovered. 
Some of the restrictions on nonaudit services adopted in those auditor independence 
rules have not yet even taken effect, due to the rules’ phase-in provisions. With this 
in mind, we are considering these matters carefully, in light of the rules adopted 
previously by the Commission, the additional evidence before us, and legislative pro- 
posals that have already been made. 

Most Roundtable panelists expressed the view that critical independence issues 
occur in the relationship between engagement personnel and the audit client. Audit 


37 Touche Ross & Co. v. SEC, 609 F.2d 570 (2d Cir. 1979). 



1121 


firms must play an important role by ensuring that audit teams adhere to the high- 
est standards of auditing, including their independence. By focusing independence 
concerns on those who perform the audit, in the first instance, we can resolve the 
real issues confronting the profession. An individual audit partner whose income 
increases even by relatively modest sums of money from cross-selling consulting 
services may lose proper perspective in resolving difficult accounting issues. To be 
effective, independence restrictions must deal with both levels of concern — first, the 
engagement auditors should be precluded from receiving any compensation for 
cross-selling any nonaudit related services to an audit client. Second, firms must be 
incentivized to ensure that every audit meets the highest standards of the profes- 
sion, and must be subject to meaningful sanctions where audits are not performed 
at those levels. 

This is the analysis reflected in an AICPA policy paper I helped prepare in 1997 
for submission to the then newly-created Independence Standards Board, a body 
formed by the SEC and AICPA to address independence issues in the profession. 38 
In recent years, independence reforms have primarily focused on the independence 
of the firm. Narrow rules focused mainly on this area can give investors and Mem- 
bers of Congress the false sense that the problems that gave rise to Enron’s collapse 
effectively have been eliminated. The Commission’s responsibilities do not permit us 
to accept simple solutions for complicated issues. In the area of independence, we 
must move to a system that recognizes that true independence lies not only with 
the firm, but also with the engagement team, and any conflict, external or internal, 
that might impair the team’s independence, must be addressed. 

Some have suggested firewalls as a means to separate the financial and personal 
aspects of the consulting engagement from those who perform the audit. In its 
recent rulemaking the Commission did not require that auditors and their audit 
clients forsake all nonaudit service arrangements; those of us currently on the Com- 
mission do not believe that it is necessary to propose such a ban at this time. Infor- 
mation gained through consulting engagements may be useful in performing an 
audit. In fact, auditing literature requires auditors to ask firm personnel who have 
provided consulting or other services to the client if they have any information that 
would be relevant or useful during the audit. 39 

The Commission’s existing independence requirements provide a conceptual 
framework to be applied to any proposed nonaudit service to determine whether 
that service is inconsistent with independence. We believe this framework, adopted 
in late 2000, will, over time, serve investors better than would a blanket ban on 
the receipt of nonaudit services from the auditor that certifies the financial state- 
ment. Indeed, that was the precise reason that former Chairman Levitt, in endors- 
ing the existing rules as they had been revised, claimed that they were better than 
an absolute ban. 40 

It is useful to recall that there were large audit failures before accounting firms 
had any significant consulting business. 41 It should be apparent, therefore, that 
merely mandating the separation of consulting from auditing — to create an “audit 
only” firm — does not guarantee an “audit failure free” future. And there are costs 
to be weighed. An “audit only” firm might lack certain expertise, especially if tax 
consulting were eliminated, necessary to perform high quality audits. An “audit 
only” firm would be more dependent, not less, on their audit clients, and a single, 
large audit client could exert far more influence on such a firm than is the case with 
firms that have multiple sources of revenues. 

We believe that limiting those services that create an inherent conflict with audit- 
ing, barring inappropriate compensation mechanisms (such as compensation for 
cross-selling services) and penalizing firms whose aggregate and individual audit 
performance is substandard (most likely by limiting the ability to take on new cli- 
ents for significant periods of time and compelling termination of client relation- 
ships) are more likely to prevent audit failures than the suggestion that we increase 
the reliance of all audit firms on their audit clients. We believe it is appropriate 
to pursue, and we intend to pursue, the following changes in this area. 


38 David E. Birenbaum and Harvey L. Pitt on behalf of the AICPA, Serving the Public In- 
terest: A New Conceptual Framework for Auditor Independence (October 20, 1997). 

39 AICPA, Planning and Supervision, AU §§311.046, 9311.03. 

40 “Accounting Firms, SEC Agree on Audit Rule; Compromise Expected To Avert Legal Face- 
Off,” The Washington Post, p. E01, November 15, 2000 (“Though the SEC dropped its proposed 
ban on information technology consulting, Levitt said, 'We got something I think is better, with 
the requirement for audit committee approval and disclosure.’”). 

41 See, e.g., Dirks v. SEC, 463 U.S. 646 (1983) (regarding trading prior to the failure of Equity 
Funding in 1973); U.S. v. Simon, 425 F.2d 796 (2d Cir. 1969) (regarding the financial fraud on 
the books of Continental Vending Machine Corporation). 
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2.2.1. Change of Auditors 

As discussed above, allowing the PAB to exercise judgment, subject to prompt 
Commission review, to direct auditors to step down from an engagement could ad- 
dress risks that auditors that have worked with a client for a number of years may 
become either complacent or too dependent on the audit client. 

Some have suggested the possibility of requiring that public companies replace 
their auditors after a specified number of years. The Commission believes that this 
approach, often referred to as “mandatory rotation,” would be unwise. Studies over 
the last three decades suggest that the number of financial frauds in the first years 
of a new auditor’s engagement is unacceptably high. 42 Mandatory periodic rotation 
of firms also could lead to “opinion shopping” in the decision on which new firm to 
select. Another concern is the unique strengths particular audit firms bring to the 
clients in certain industries. Large accounting firms are not fungible; one firm is not 
identical to another, and there can be valid market-driven reasons, such as exper- 
tise in a certain industry, for selecting and retaining one firm over others. This free- 
dom of choice should lie with the corporation; it should not be a Government- 
imposed mandate or a decision delegated to the stock exchanges. 

Required rotation of the lead audit engagement partner (every 7 years) could be 
reviewed by the PAB to determine whether a deeper rotational requirement, affect- 
ing more members of the audit team, would be advantageous. This is an area where 
it may be useful for the PAB, over time, to evaluate different quality control ap- 
proaches to the issue and eventually make appropriate recommendations. 

2.2.2. Compensation for Cross-Selling 

Because the engagement partner learns a great deal about a company during the 
audit process, he or she might be in the best position to suggest services that a com- 
pany needs and help the company find credible people to provide those services. 
Some firms provide additional compensation to audit engagement partners who sell 
nonaudit services to audit clients. The Commission believes that such compensation 
practices could cause serious conflicts and should be stopped. 

2.2.3. Undue Influence by Clients 

As discussed above, conflicts can occur if an auditor becomes overly dependent on 
a client, even if there is no cross-selling of services. For example, over the years the 
argument has been made that, since the company hires the auditor and pays the 
auditor’s fee, the auditor can never be really independent from management. But 
the proposals that attempt to address this issue offer a cure that is worse than the 
disease. For example, there have been suggestions that the exchanges select the 
auditors of listed companies’ financial statements. Significant practical difficulties 
would impede implementation of this suggestion. As discussed above, there may be 
very legitimate business reasons for management to prefer one auditor to others. It 
may be beyond the exchanges’ current expertise to chose auditors, negotiate a rea- 
sonable fee, evaluate the auditor’s performance, or determine if a complaint by the 


42 Mandatory rotation of auditing firms, on some multi-year cycle, was discussed at the time 
of the Moss/Metcalf hearings in the mid-1970’s and has often been suggested since that time. 
The 1977 Metcalf report states, “Rotation of audit firms and personnel has been widely dis- 
cussed as a means of strengthening the independence of auditors. . . . The subcommittee be- 
lieves rotation needs more study by the Commission before a sound conclusion can be reached.” 
The rationale in support of firm rotation is that it would result in a periodic “fresh” look at 
the financial statements, would result in an auditor knowing that another firm will be reviewing 
the positions it has taken, and would limit anticipation of a longer relationship. 

The Cohen Commission Report recommended against rotation of audit firms based, in part, 
on its finding that most audit mistakes occurred in the first year or two of an audit engagement. 
The Cohen Commission found that most mistakes occur in the first year or two of an audit en- 
gagement, that rotation would limit firms’ incentives to “learn the business” of their clients, and 
that firms might be inclined to have their personnel focus on new work and lessen the attention 
given to matters during the last year or two of an audit. 

Subsequent studies have reported information that tends to support the case against rotation. 
For example, the 1987 National Commission on Fraudulent Financial Reporting (Treadway 
Commission) examined 42 cases brought by the Commission against independent accountants 
from July 1981 to August 1986 and stated that these cases “revealed that a significant number 
involved companies that had recently changed their independent public accountants. . . . Addi- 
tional research commissioned by the Committee of Sponsoring Organizations of the Treadway 
Commission (COSO) in 1999 examined 88 cases occurring between 1987 and 1997 where the 
Commission had alleged an audit failure and the name of the auditor could be determined. It 
found that 26 percent of the 88 companies changed auditors between the period in which the 
company issued its last “clean” set of financial statements and the period in which it issued the 
allegedly fraudulent financial statements. This study concluded that “most auditor switches 
occurred during the fraud period (versus before the fraud period). . . .” 
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company about an auditor was legitimate or was made because the auditor was tak- 
ing tough positions on accounting and auditing issues. 

There has also been a concern that engagement partners would subordinate their 
judgment to that of the client merely to retain the business. Firms uniformly have 
required consultation and review procedures to assure that engagement partners 
are not compromised. We would strengthen these protections by calling on audit 
committees to provide the necessary counter-weight to management to avoid inap- 
propriate pressure of the accounting firm. 

Finally, some have suggested that there should be either a ban on auditors going 
to work for audit clients or a “cooling off” period ranging from 1 to 5 years between 
the time the individual provided any services for the audit client and the time that 
he or she becomes an employee of that client. As a general matter, especially for 
smaller companies that have more limited options for hiring seasoned accounting 
personnel, this could work a serious hardship. The Commission rule adopted in 2000 
provides that if a person takes on “an accounting role or financial reporting over- 
sight role” at an audit client, then independence is impaired unless he or she does 
not influence the accounting firm’s operations or financial policies, has no capital 
account at the firm, and has no financial arrangements with the firm other than 
a fully funded retirement plan that pays a fixed dollar amount (which is not depend- 
ent on the firm’s revenues or earnings). Again, this is a rule that we believe should 
be evaluated after it has been given time to work. The first place we would look 
is to provide additional comfort against risks to independence is the audit com- 
mittee. Certainly audit committees should closely examine and approve any decision 
to employ individuals that have provided audit services to the company. 

2.3. Accounting Standard Setting 

While the SEC has statutory authority to establish financial accounting and re- 
porting standards for publicly-held companies, for over 60 years the Commission 
historically has looked to the private sector to provide the initiative in establishing 
and improving accounting principles. 43 The high quality of our accounting standards 
and our capital markets can be attributed in large part to the private sector stand- 
ards setting process, as overseen by the SEC. 

Since 1973, the Financial Accounting Standards Board (FASB) has been the des- 
ignated organization in the private sector for establishing standards of financial ac- 
counting and reporting. The FASB was designed to be an independent body, insu- 
lated from political pressure, to provide it with the opportunity to focus on creating 
neutral accounting standards that are transparent to the underlying economics. An 
oversight body appoints the members of FASB. This oversight body, the Financial 
Accounting Foundation (FAF), is composed of investors, business people, and ac- 
countants. The FASB’s standards are designated as the primary level of Generally 
Accepted Accounting Principles (GAAP), which is the framework for accounting. The 
interpretative body of FASB, the Emerging Issues Task Force (EITF), meets every 
other month to provide interpretative guidance, or develop new guidance, on nar- 
row, new, or emerging issues that arise under existing GAAP and when GAAP does 
not exist. 

The secondary standard setter is the Accounting Standards Executive Committee 
(AcSEC), which provides guidance in the form of Statements of Position (SOP’s), 
subject to the affirmative concurrence by FASB at every step in the process. The 
principal purpose of AcSEC, which is a committee of the AlCPA, is to develop stand- 
ards for specialized industries. 

Some have opined that the public interest at stake in establishing accounting 
standards is too important for that function to be left to a nonpublic body not re- 
sponsible to the Congress. Those who make this suggestion apparently have lost 
confidence in FASB’s processes. However, we believe that the accounting standard 
setting function should remain in the private sector. When done properly, standard 
setting in the private sector is the best option for our capital markets as it provides 
a number of advantages over Federalized standard setting. Private sector standard 
setting has greater flexibility to complete rules more quickly than accounting stand- 
ards set by the Government. 

Federalization of the FASB not only would require substantial increases to the 
Federal budget, but also might disenfranchise those who are best qualified to ad- 
dress the highly complex business and accounting issues that must be resolved. The 
FASB is composed almost entirely of accounting experts and has a greater ability 
to attract and retain qualified personnel. Similarly, AcSEC and the EITF are com- 
posed of members with accounting expertise. 


43 See note 34, supra, and accompanying text. 
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Moreover, Government agencies may be more susceptible to political pressure 
than private bodies. This political pressure could result in the development of ac- 
counting standards that are not solely designed to meet the needs of those who use 
financial statements in economic decisions. For example, many question whether the 
FASB’s proposal to expense stock compensation would have been better for inves- 
tors. This concept was set forth in 1994, when it was the sense of the Senate that 
FASB’s private sector nature should be respected and safeguarded and that Con- 
gress should not impair the objectivity or integrity of FASB’s decisionmaking proc- 
ess by legislating accounting rules. We believe the concept remains sound today. 

We do believe, however, that FASB’s processes can and must be improved. In fact, 
even before Enron’s collapse, we recognized that FASB needed to address concerns 
about timeliness, transparency, and complexity, and we asked FASB to address 
these concerns. The markets and investors simply cannot wait a decade or more 
for standards regarding such important matters as revenue recognition and con- 
solidation of special purpose entities. Moreover, the work of the standard setters 
must result in standards that ensure illumination and not obfuscation in financial 
reporting. 

From the beginning of my tenure as Chairman, I have recognized that the SEC 
historically had abdicated too much of its obligation to ensure that accounting 
standards meet the objectives of the Federal securities laws. The SEC consequently 
plans to take a more active role than it has in the last decade to ensure that stand- 
ards are implemented and benefit our markets and investors. I believe that with 
strengthened Commission leadership and cooperation by FASB, FASB can be effec- 
tive, and confidence in the process can be restored. Private-sector standard setting 
can work in our current business environment, even as financial transactions be- 
come more complex. 

As discussed in more detail below, we plan to use our existing statutory authority 
to oversee the standard setting process to ensure that it functions in the best inter- 
est of investors, including by: (i) broadening funding sources to decrease FASB’s 
dependence on revenues from the accounting profession; (ii) providing SEC input to 
the selection of projects on FASB’s agenda; and (iii) ensuring that FASB’s standards 
evolve to become general principle-based standards instead of overly complex, rule- 
based standards. 

2.3.1. Involuntary Funding for the Private-Sector Standard Setter 

Currently, the Financial Accounting Foundation (FAF) is responsible for selecting 
the members of FASB and its Advisory Council, funding their activities, and exer- 
cising general oversight. FAF receives contributions to fund FASB and approves 
FASB’s budget. To enhance FASB’s independence, we believe that its funding source 
should be more secure and should strengthen both the reality and the appearance 
of independence. Funding should be made involuntary. This funding change will 
help to ensure that FASB continues to be independent so that it can continue to 
be objective in its decisionmaking and to ensure the neutrality of information result- 
ing from its standards. We also believe that the Commission must have a direct role 
in the selection and approval of the members of FASB. 

2.3.2. FASB’s Agenda 

FASB at times has operated too slowly to be responsive to changes in the market- 
place. For example, while FASB’s Emerging Issues Task Force (EITF) has provided 
limited guidance on unique issues related to special purpose entities, FASB has 
been working on its overall consolidation project, which includes the consolidation 
of special purpose entities, for many years. 

In addition, the FASB has not always added critical or significant projects to its 
agenda on a timely basis. For example, revenue recognition is usually the largest 
single item in financial statements; studies indicate that it is the single largest cat- 
egory of financial statement restatements, and our recent experience with actions 
brought by our Division of Enforcement involving financial statements indicate this 
is the core issue in over 50 percent of our actions. While certain narrow industry 
specific guidance exists, it was only on January 28, 2002, 27 years after its incep- 
tion, that FASB issued for public comment a proposal to broadly address revenue 
recognition. Because there is no general standard on revenue recognition, issues in- 
volving revenue recognition are among the most important and the most difficult 
that accountants face. A final revenue recognition accounting standard could take 
several years to complete without a fundamental change to the FASB’s current 
processes. 

The SEC plans to work with FASB to develop a mechanism that will ensure that 
each project on its agenda is completed on a timely basis. Moreover, FASB must en- 
sure that its agenda is responsive to those issues facing investors and accountants. 
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To help achieve that goal, the SEC will provide more input to the selection of 
projects to FASB’s agenda, and direct FASB to address promptly priority items. 

In addition, we will actively oversee the standard setting process to ensure that 
it functions in the best interest of investors. The SEC has exercised, and should 
exercise, its authority over the accounting standards it will accept for filings made 
with the agency. We should not use this power indiscriminately; it should be re- 
served for those exceptional situations where the public interest demands it. The 
reason for this approach by the SEC is clear: FASB has acted in the public interest 
and has brought a level of sophistication and professionalism to the accounting 
standard setting process that we should not heedlessly shunt aside. 

2.3.3. Principle-Based, Standards 

Much of FASB’s recent guidance has become rule-driven and complex. The areas 
of derivatives and securitizations are examples. This emphasis on detailed rules in- 
stead of broad principles has contributed to delays in issuing timely guidance. Addi- 
tionally, because the standards are developed based on rules, and not on broad prin- 
ciples, they are insufficiently flexible to accommodate future developments in the 
marketplace. This has resulted in accounting for unanticipated transactions that is 
less transparent and less consistent with the basic underlying principles that should 
apply. 44 The development of rule-based accounting standards has resulted in the 
employment of financial engineering techniques designed solely to achieve account- 
ing objectives rather than to achieve economic objectives. 

The SEC believes that FASB’s standards, at least going forward, should evolve 
to become general and principle-based, instead of encyclopedic and rule-based, 
standards. While principle-based standards can also be subject to abuse, and some 
level of standardization is necessary for comparability and verifiability, we believe 
that principle-based standards in general are better suited to the rapidly changing 
financial landscape in which many companies operate. Moreover, the abuses should 
be minimized if our other suggestions are adopted, especially those regarding em- 
phasis on overall accuracy and completeness of financial reporting and other disclo- 
sures, rather than disclosure based merely on compliance with specific rules. Of 
course, FASB and the SEC should continue to provide appropriate specification 
where the circumstances require and should use professional groups, like the EITF, 
to fill in the interstices of broad principles-based pronouncements. 

SEC FUNDING NEEDS 

Let me conclude with a point that may be last but is certainly not least. We need 
legislative assistance in increasing our funding for both this and subsequent fiscal 
years. The SEC regulates industries and markets that have grown enormously, in 
both size and complexity. The Commission currently oversees an estimated 8,000 
brokerage firms employing nearly 700,000 brokers; 7,500 investment advisers with 
approximately $20 trillion in assets under management; 34,000 investment company 
portfolios; and over 17,000 reporting companies. 

The President’s budget for fiscal 2003 requested an appropriation of $466.9 mil- 
lion for the Commission, an appropriation that I supported when it was first formu- 
lated. But since the time that appropriation was formulated, pay parity legislation 
has passed, and the Commission has had to respond to three crises. As a result of 
those recent events, we critically need additional funds to enable us to phase-in a 
modest pay parity plan. We also need authorization to add new staff to address 
pressing immediate needs. We have discussed our interim personnel and resource 
needs with OMB, and they have indicated their receptivity to our request for an 
additional $15 million to fund 100 new lawyers and accountants. 

1. Pay Parity 

The Commission has been subject to extremely high attrition, principally because 
our employees earn substantially less than their counterparts in the other financial 
service regulatory agencies. The “Investor and Capital Markets Fee Relief Act” (P.L. 
107-123), enacted this January, authorized pay parity, but the Administration’s pro- 
posed fiscal 2003 SEC budget provides no new money to implement this vitally im- 
portant program. Once pay parity was a reality, however, the failure to provide 
funding was a disappointment to our most valued employees. We estimate that an 
additional $76 million is needed to provide a modest implementation of pay parity 


44 On February 13, 2002, the SEC Chief Accountant wrote to the Auditing Standards Board 
calling for them to prohibit SAS 50 letters on “hypothetical transactions,” thereby preventing 
the potential for these preference letters to help investment bankers market structures designed 
to get around particular FASB principles. A copy of this letter is annexed as Attachment L. 
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for the agency in fiscal 2003. 45 At this critical time for the Nation’s financial mar- 
kets, we must rely on our most experienced, talented, valuable and productive 
employees. The only way to do that is for us to be able to provide our staff with 
pay parity at levels comparable to those with whom they regularly work at the other 
Federal financial regulatory agencies. If we receive funding for pay parity, I assure 
you that the SEC intends to make responsible increases in staff salaries and bene- 
fits, with a significant component of the increases subject to true merit pay. 

The failure to fund pay parity now would only exacerbate the problems that the 
legislation passed by Congress last December was intended to cure. By raising ex- 
pectations and hopes in anticipation of finally achieving pay parity, we will face 
even greater employee losses and suffer greater irreparable harm to morale if pay 
parity is not funded in fiscal 2003, and thereafter. Even if we can cobble together 
a pay parity program for the remainder of this fiscal year, which OMB has said it 
supports, the threat of either terminating the program in fiscal 2003 or terminating 
approximately 700 employees — the number we estimate would have to be cut from 
the agency to continue the program — would cripple many of the projects we have 
underway, which are important for the protection of investors and Americans whose 
retirement accounts are invested in the securities of public companies. 

As I mentioned before, we are extremely grateful to have bipartisan backing from 
this Committee. We especially appreciate Chairman Sarbanes’ and Senator 
Gramm’s calls for full funding of pay parity. The SEC cannot afford to continue suf- 
fering the staffing crisis it has endured for the past decade at such an important 
juncture. Pay parity provides benefits we truly need to meet the increasing regu- 
latory challenges we face. We continue to work closely with OMB to persuade them 
of the need for these funds. In the interim, I am committed to proceeding with our 
implementation of the reforms the President has directed us to effect. 

2. Additional Personnel 

In addition to the absence of any funds to implement pay parity, we were also 
given a “no-growth” budget, which means that we cannot add any new personnel. 
Indeed, under current funding levels for 2002, we are effectively precluded from 
hiring any new personnel. The solution to every problem does not start and end 
with larger and more expensive Government. I have started a thorough review of 
our deployment of personnel, to see whether we can effectuate some meaningful 
efficiencies. 

But the tragedy of 9/11 and the very issues we are discussing here today made 
any contemplative review of our needs impossible. Given the enormous surge in our 
enforcement activities, the desire to do a better job than has been done previously 
at reviewing public company filings, and overseeing a restructured accounting pro- 
fession, the SEC must seek a staffing increase of 100 positions in fiscal 2003 even 
before looking for efficiencies. This would allow us to add: 

• Thirty-five accountants and lawyers in the Division of Enforcement to deal with 
the increasing workload from financial fraud and reporting cases. 

• Thirty professional staff, including accountants and lawyers, in the Division of 
Corporation Finance to expand, to improve, and to expedite our review of periodic 
filings. 

• Thirty-five accountants, lawyers, and other professionals in the other divisions — 
including the Office of Chief Accountant — to deal with new programmatic needs 
and policy. 

These are the minimum staffing levels required to deal with our immediate post- 
Enron needs. Under a pay parity system, this increased staffing level will require 
an additional $15 million. The Commission has not received a staffing increase in 
the last 2 years, despite the additional responsibilities we have received as a result 
of the Commodity Futures Modernization Act and the Gramm-Leach-Bliley Act: 
Financial Services Modernization. A staffing increase is even more critical in light 
of recent events. 

3. Additional Resources 

In addition to the initiatives discussed in my testimony above, which will take 
substantial resources, there are other important initiatives we are undertaking in 


45 In fiscal 2001, the Commission received approval and funding to implement “special pay” 
to help begin addressing our recruitment and attrition problems. In fiscal 2002, we also received 
funding to continue special pay. The appropriation proposal for fiscal 2003 provides $19 million 
to fund special pay. We estimate that an additional $76 million is needed to fund pay parity 
for fiscal 2003. 
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the areas of enforcement, investor education, and technology that will require addi- 
tional resources in the coming years. 

• One of our major new initiatives — “real-time” enforcement — is an important com- 
ponent of our fiscal 2003 budget. Our goal is to provide quicker, and more effec- 
tive, protection for investors, and better oversight of the markets with our limited 
enforcement resources. As recent experience has reinforced, the SEC must resolve 
cases and investigations before investors’ funds vanish forever; that means we 
must act more quickly, both in identifying violations and taking prompt corrective 
action to protect investors. These efforts necessarily require resources, the most 
important of which is appropriate staffing. 

• Even with our shift toward real-time enforcement and our current efforts to 
improve financial disclosure, the first line of defense against fraud is always an 
educated investor. The Commission works with numerous public and private orga- 
nizations to foster investor educational programs. Our staff gives presentations to 
countless schools, religious organizations, and investor clubs, explaining basic in- 
vesting concepts and answering questions. We also host “Investor Town Meetings” 
across the United States that bring together industry, Federal, and local govern- 
ment officials to educate investors on basic financial concepts. And this spring we 
will host our first “Investor Summit,” to discuss policies and proposals that impact 
them. We want to give all Americans an opportunity and an avenue to weigh in 
on the broad policy objectives that ultimately could impact their ability to send 
their children to college or retire comfortably. We plan to use the Internet to 
broadcast the summit so that anyone can participate. We also are asking people 
to write us and call us so that we can hear the broadest possible range of view- 
points. We want to hear the concerns and aspirations of America’s investors. 

• Like the rest of the Government, our needs in the area of information technology 
continue to increase. Given the critical and increasing role of technology in the 
financial markets, the President’s budget requests $4.0 million to fund the SEC’s 
e-government initiatives. This is an area where the Commission needs to improve, 
both internally and externally. Technology is constantly altering the landscape of 
our markets, and SEC staff must have the necessary tools at their disposal to suc- 
cessfully meet the increasing demands that we face. In particular, funds proposed 
for fiscal 2003 will allow the SEC to get better and more timely enforcement 
information from the markets, enhance our intrusion detection capabilities, and 
meet the President’s security requirements for information technology. These ini- 
tiatives are a small, but important, first step toward meeting the Commission’s 
technology needs. 

• With the advent of alternative trading systems that have grown from only a hand- 
ful to over 60 today, and as a result of the Internet, the SEC also must consider 
what effect our regulatory actions and decisions have on the industry’s use of 
technology. To respond to this need, I have created a new position of Chief Tech- 
nology Officer to provide the Commission with the technical expertise and advice 
necessary to improve the Commission’s oversight of the markets. Generally, this 
office will be responsible for ensuring that the SEC’s regulatory, disclosure, exam- 
ination, and law enforcement programs are implemented with the benefit of a 
state of the art understanding of technology. Through this process, the agency can 
be confident that what we implement or approve is technologically sound and cost 
effective to the private sector. 


CONCLUSION 

While it remains strong, our system has shown signs of strain over the last 5 to 
10 years, resulting in unacceptable and potentially avoidable losses to those who be- 
lieved in the truth of what they were told and took comfort that what they did not 
know would not hurt them. The present financial reporting and disclosure system 
for public companies has not changed significantly in many decades. Investors 
should continue to have confidence in our present system, but there must be deter- 
mination to make improvements. 

I take quite seriously my stewardship responsibilities and the Oath of Office I 
took when I became Chairman of the Commission. I look forward to continuing to 
work with you to make sure that we discharge our obligations prudently, generously 
and in the spirit with which the Federal securities laws were adopted: To protect 
investors and maintain the integrity of the securities markets. 

Thank you for the opportunity to testify today. I am pleased to respond to any 
questions the Committee may have. 
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How to Prevent Future Enrons 
By Harvey L. Pitt 

12/11/2001 

The Wall Street Journal 
A18 

(Copyright (c) 2001 , Dow Jones & Company, Inc.) 

The Securities and Exchange Commission is investigating Enron's meltdown and its tragic consequences. Until all 
the facts are known, there is nothing that can or should be said about, who may be responsible for this terrible 
failure. The public can be confident, however, that we will deal with any wrongdoing and wrongdoers swiftly and 
completely, to ensure full protection of investor interests. 

Even before the Enron situation, we were working to improve and modernize our disclosure system - to make 
disclosures more meaningful, and intelligible, to average investors. Our immediate concern in the wake of this 
tragedy should be to understand how to prevent more events like this. Of course, those with intent and creativity 
can override any system of checks or restraints. Believing that we can create a foolproof system is both illusory 
and dangerous. But investors are entitled to the best regulatory system possible, and we can achieve more than 
we presently do if we focus attention on finding solutions instead of scapegoats. 

Our current reporting and financial disclosure system has needed improvement and modernization for quite some 
time. Disclosures to investors are now required only quarterly or annually, and even then are issued long after the 
quarter or year has ended. This creates the potential for a financial "perfect storm." Information investors receive 
can be stale on arrival and mandated financial statements are often arcane and impenetrable. 

To reassure investors and restore their confidence, the public and private sectors must partner to produce a 
sensible and workable approach that includes, in addition to our existing after-the-fact enforcement actions: 

- A system of "current" disclosure. Investors need current information, not just periodic disclosures, along with 
clear requirements for public companies to make affirmative disclosures of, and to provide updates to, 
unquestionably material information in real time. 

- Public company disclosure of significant current "trend" and "evaluative" data. Providing current trend and 
evaluative data, as well as historical information, would enable investors to assess a company's financial posture 
as it evolves and changes. It would also preclude "wooden" approaches to disclosure, and encourage evaluative 
disclosures that begin where line-item and Generally Accepted Accounting Principles disclosures end. This 
information, upon which corporate executives and bankers already base critical decisions, can be presented 
without confusing or misleading investors, prejudicing legitimate corporate interests, or exposing companies to 
unfair assertions of liability. 

- Financial statements that are clear and informative. Investors and employees concerned with preserving and 
increasing their retirement funds deserve comprehensive financial reports they can easily interpret and 
understand. 

- Conscientious identification and assessment by public companies and their auditors of critical accounting 
principles. Public companies and their advisers should identify the three, four or five most critical accounting 
principles upon which a company's financial status depends, and which involve the most complex, subjective or 
ambiguous decisions or assessments. Investors should be told, concisely and clearly, how these principles are 
applied, as well as information about the range of possible effects in differing applications of these principles. 

- Private-sector standard setting that responds expeditiously, concisely and clearly to current and immediate 
needs. A lengthy agenda that achieves its goals too slowly, or not at all, like good intentions, paves a road to the 
wrong locale. 

- An environment that encourages public companies and auditors to seek our guidance in advance. The SEC 
must be, and must appear to be, a constructive resource and hospitable sounding board for difficult and complex 
accounting issues before mistakes are made. We will always need, and utilize, after-the-fact enforcement, and we 
can, and will, improve our review of financial reports. But by now it is painfully clear that preventing problems is 
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infinitely superior, and far less damaging, than acting after investor funds, retirement accounts or life savings are 
dissipated. 

- An effective and transparent system of self-regulation for the accounting profession, subject to our rigorous, but 
non-dupticative, oversight. As the major accounting firm CEOs and the American Institute of Certified Public 
Accountants recently proposed, the profession, in concert with us, must provide assurances of comprehensive 
and effective seif-regulation, including monitoring adherence to professional and ethical standards, and 
meaningfully disciplining firms or individuals failing short of those standards. Such a system has costs, but those 
who benefit from the system should help absorb them. 

- More meaningful investor protection by audit committees. Audit committees must be proactive, not merely 
reactive, to ensure the quality and integrity of corporate financial reports. Especially critical is the need to improve 
interaction between audit committee members and senior management and outside auditors. Audit committees 
must understand why critical accounting principles were chosen, how they were applied, and have a basis for 
believing the end result fairly presents their company's actual status. 

- Analyst recommendations predicated on financial data they have deciphered and interpreted. Analysts and their 
employers should eschew expressing views without an adequate data foundation, or when confused by company 
presentations. 

Our system can be improved and modernized: In a crisis, some seek easy answers to difficult problems by 
pointing fingers. But true reform requires rigorous analysis, respect for competing views, and compromise and 
statesmanship by all concerned. We are up to the task, but only if we are able to tap our best minds to produce 
our most creative solutions, and only if we are able to discuss these issues openly and honestly. We are 
committed to that end, and we seek participation from everyone with an interest in our capital markets. Together, 
in partnership, we can make a difference. That is our vision, and our mission. 


Mr. Pitt is chairman of the Securities and Exchange Commission. 


Copyright © 2000 Dow Jones & Company, Inc. AJi Rights Reserved. 
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U.S. Securities and Exchange Commission 

NEWS 

|g8%f Washington, DC 20549 202.942.0020 

RELEASE 


FOR IMMEDIATE RELEASE 2001-144 


SEC Cautions Companies, Alerts Investors to 
Potential Dangers of “Pro Forma” Financials 


Washington, DC, December 4, 2001 -- Today we are issuing cautionary advice 
that companies and their advisors should consider when releasing “pro forma” financial 
information. We believe it is appropriate to sound a warning about the presentation of 
company earnings and operating results on the basis of methodologies other than 
Generally Accepted Accounting Principles (GAAP). 

We are also issuing an “Investor Alert” that describes how “pro for ma '” financials 
should be analyzed, including a reminder that they should be viewed with appropriate and 
healthy skepticism. Because “pro forma” financial information by its very nature departs 
from traditional accounting conventions, its use can make it hard for investors to compare 
an issuer’s financial information with other reporting periods and with other companies. 

We believe that — with appropriate disclosure — accurate interpretations of and 
summaries of GAAP financial statements benefit investors. The cautionary advice and 
investor alert are part of our commitment to improve the quality, timeliness, and 
accessibility of publicly available financial information. 

The Investor Alert on “pro forma” financials and the Commission’s release on 
cautionary advice on the use “pro forma” financial information can be accessed en the 
SEC’s Website at www.scc.uov and then clicking on “SEC Issues Caution, Alert on Pro 
Forma Financials,” 


# # # 
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“Pro Forma” Financial Information: Tips for investors 

Investors should always take the critical step of reading the financial statements of the 
companies they’ve invested in, or intend to invest in, because financial statements 
contain important corporate financial information that may not be readily apparent 
from news releases. Recently, some companies have put out press releases using so- 
called “pro forma” financial information to highlight what they claim are important 
portions of their actual financial reports. 

Investors should know that “pro forma” financial information is not prepared in 
accordance with the standards applied to financial statements filed with the SEC. In 
other words, some of the numbers announced by companies in their “pro forma” 
financial information may be based on assumptions or principles that are not 
recognized as appropriate for SEC filings, and that an accompanying news release 
doesn’t discuss or otherwise explain. While they aren’t illegal — and in some cases 
can be helpful in focusing attention on critical portions of financial statements — “pro 
forma” financials have limitations, might create a confusing or misleading 
impression, and should be viewed with appropriate and healthy skepticism. 

The federal securities laws require most publicly held companies to file with the SEC 
financial statements prepared under a set of accounting conventions called “Generally 
Accepted Accounting Principles,” or “GAAP,” that are accurate, truthful and 
complete. When a company prepares its financial statements using GAAP, investors 
can more consistently track the company’s financial results from year to year and 
compare its performance with other companies. 

In contrast, “pro forma” financial results aren’t prepared using GAAP, and they may 
not convey a true and accurate picture of a company’s financial well-being. They 
often highlight only positive information. And because “pro forma” information 
doesn’t have to follow established accounting rules, it can be very difficult to 
compare a company’s “pro forma” financial information to prior periods or to other 
companies. 

Here are a few things to keep in mind when you see “pro forma” financial 
information. 

What is the company assuming? “Pro forma” financial results can be 
misleading, particularly if they change a loss to a profit or hide a significant 
fact. For example, they may assume that a proposed transaction that benefits 
the company has actually occurred. Or they may fail to account for costs or 
charges. Be sure to look behind the numbers, and find out what assumptions 
the numbers are based on. 

What is the company not saying? Be particularly wary when you see “pro 
forma” financial results that only address one component of a company’s 
financial results - for example, earnings before interest, taxes, depreciation. 
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and amortization (which is often abbreviated “EBITDA”). These kinds of 
statements can be misleading unless the company clearly describes what 
transactions are omitted and how the numbers might compare to other periods. 

How do the “pro forma” results compare with GAAP-based financials? 
Because “pro forma” information comes from selective editing of financial 
information compiled in accordance with GAAP, “pro forma” financial results 
can raise a serious risk of misleading investors - even if they do not change a 
loss to a profit. Look for a dear, comprehensible explanation of how “pro 
forma” results differ from financial statements prepared under GAAP rules, 

- and make sure you understand any differences before investing on the basis of 
“pro forma” results. 

Are you reading “pro forma” results or a summary of GAAP-based 
financials? Remember that there is a big difference between “pro forma” 
financial information and a summary of a financial statement that has been 
prepared in accordance with GAAP. When financial statements have been 
prepared in compliance w ith regular accounting rules, a summary of that 
information can be quite useful, giving you the overall picture of a company’s 
financial position w ithout the mass of details contained in the full financial 
statements. It is always best, however, to compare any summary financial 
presentation you read with the full GAAP-based financial statements. 

Read before you invest; understand before you commit. Remember that “pro forma” 
financial information you see in a press release wasn’t prepared according to normal 
accounting conventions, and make sure you have the full story before investing. You 
can access and download for free a company’s financial statements from the SEC’s 
“EDGAR” database of corporate filings at www.sec.gov/edgar.shtml, There you’ll 
find annual reports on Form 10-K, quarterly reports on Form 10-Q, and many other 
filings. 

If you’ve got questions, you can contact the SEC's Office of Investor Education and 
Assistance for help. You can send us your complaint using our online complaint 
form at www.sec.gov/compIaint.shtml . Or you can reach us as follows: 

U.S. Securities & Exchange Commission 
Office of Investor Education and Assistance 
450 5th Street, NW 
Washington, D.C. 20549-0213 
Fax: (202) 942-9634 
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SECURITIES AND EXCHANGE COMMISSION 

[Release Nos. 33-S039, 34-45124, FR-59] 

AGENCY: Securities and Exchange Commission 

ACTION: Cautionary Advice Regarding the Use of “Pro Forma” Financial Information 
in Earnings Releases 

SUMMARY: The Securities and Exchange Commission is issuing a statement regarding 
the use by public companies of “pro forma” financial information in earnings releases. 
FOR FURTHER INFORMATION CONTACT: John M. Morrissey, Deputy Chief 
Accountant, at 202-942-4400, or Paula Dubberly, Chief Counsel of the Division of 
Corporation Finance, at 202-942-2900. 

SUPPLEMENTARY INFORMATION: 

As we approach year end, we believe it is appropriate to sound a warning to 
public companies and other registrants who present to the public their earnings and 
results of operations on the basis of methodologies other than Generally Accepted 
Accounting Principles (“GAAP”). This presentation in an earnings release is often 
referred to as “pro forma” financial information. In this context, that term has no defined 
meaning and no uniform characteristics. We wish to caution public companies on their 
use of this “pro forma” financial information and to alert investors to the potential 
dangers of such information. 

“Pro forma” financial information can serve useful purposes. Public companies 
may quite appropriately wish to focus investors’ attention on critical components of 
quarterly or annual financial results in order to provide a meaningful comparison to 
results for the same period of prior years or to emphasize the results of core operations. 
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To a large extent, this has been the intended function of disclosures in a company’s 
Management’s Discussion and Analysis section of its reports. There is no prohibition 
preventing public companies from publishing interpretations of their results, or 
publishing summaries of GAAP financial statements. 

Moreover, as part of our commitment to improve the quality, timeliness, and 
accessibility of publicly available financial information, we believ e that — with 
appropriate disclosures about their limitations - accurate interpretations of results and 
summaries of GAAP financial statements taken as a whole can be quite useful to 
investors. 

Nonetheless, we are concerned that “pro forma” financial information, under 
certain circumstances, can mislead investors if it obscures GAAP results. Because this 
“pro forma” financial information by its very nature departs from traditional accounting 
conventions, its use can make it hard for investors to compare an issuer’s financial 
information with other reporting periods and with other companies. 

For these reasons, we believe it is appropriate to alert public companies and their 
advisors of the following propositions: 

First, the antifraud provisions of the federal securities laws apply to a company 
issuing^pro forma” financial information. Because “pro forma” information is 
information derived by selective editing of financial information compiled in accordance 
with GAAP, companies should be particularly mindful of their obligation not to mislead 
investors when using this information. 

Second, a presentation of financial results that is addressed to a limited feature of 
a company’s overall financial results (for example, earnings before interest, taxes, 
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depreciation, and amortization), or that sets forth calculations of financial results on a 
basis other than GAAP, raises particular concerns. Such a statement misleads investors 
when the company does not clearly disclose the basis of its presentation. Investors 
cannot understand, much less compare, this “pro forma” financial information without 
any indication of the principles that underlie its presentation. To inform in vestors fully, 
companies need to describe accurately the controlling principles. For example, when a 
company purports to announce earnings before “unusual or nonrecurring transactions,” it 
should describe the particular transactions and the kind of transactions that are omitted 
and apply the methodology described when presenting purportedly comparable 
information about other periods. 

Third, companies must pay attention to the materiality of the information that is 
omitted from a “pro forma” presentation. Statements about a company’s financial results 
that are literally true nonetheless may be misleading if they omit material information. 
For example, investors are likely to be deceived if a company uses a “pro fomia” 
presentation to recast a loss as if it were a profit, or to obscure a material result of GAAP 
financial statements, without clear and comprehensible explanations of the nature and 
size of the omissions. 

"Fourth, we commend the earnings press release guidelines jointly developed by 
the Financial Executives International and the National Investors Relations Institute and 
we encourage public companies to consider and follow those recommendations before 
determining whether to issue “pro forma” results, and before deciding how to structure a 
proposed “pro forma” statement. A presentation of financial results that is addressed to a 
limited feature of financial results or that sets forth calculations of financial results on a 
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basis other than GAAP generally will not be deemed to be misleading merely due to its 
deviation from GAAP if the company in the same public statement discloses in plain 
English how it has deviated from GAAP and the amounts of each of those deviations. 

Fifth, as always, and especially in light of the disclosure that we expect to see 
accompanying these presentations, we encourage investors to compare any summary or 
“pro forma” financial presentation with the results reported on GAAP-based financials by 
the same company. Read before you invest; understand before you commit. 

Companies with questions about the use of “pro forma” financial presentations in 
earnings releases are encouraged to call John M Morrissey, Deputy Chief Accountant, at 
202-942-4400, or Paula Dubberly, Chief Counsel of the Division of Corporation Finance, 
at 202-942-2900. Investors are encouraged to read our investor alert on “pro forma” 
financial statements (available at http://www.sec.gov/investor.shtml). 

By the Commission. 

Jonathan G. Katz 
Secretary 


Dated: December 4, 2001 
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ATTACHMENT C 


U.S. Securities and Exchange Commission 

NEWS 

Washington, DC 20549 202.942.0020 

RELEASE 


FOR IMMEDIATE RELEASE 


2001-147 


SEC ISSUES FINANCIAL DISCLOSURE CAUTIONARY ADVICE 

Washington, D.C., December 12, 2001 — Today we are issuing cautionary 
advice to remind company management, auditors, audit committees, and their advisors 
that investors increasingly deserve and demand full transparency of accounting policies 
and their effects in the annual reports that public companies are required to file with us. 
Accordingly, the selection and application of a company’s accounting policies used when 
preparing these reports must be appropriately reasoned. 

We intend to consider new rules during the coming year to elicit more precise 
disclosures about the accounting policies that company management believes are most 
“critical” — important to the portrayal of a company’s condition and results, and 
requiring management’s most difficult, subjective or complex judgments. 

The Commission’s cautionary advice can be accessed on the SEC website at 
www .sec, eov/pdf/3 3-8040. pdf . 


# # # 
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SECURITIES AND EXCHANGE COMMISSION 
[Release Nos. 33-8040; 34-45149; FR-60] 

AGENCY: Securities and Exchange Commission 

ACTION: Cautionary Advice Regarding Disclosure About Critical Accounting Policies 
SUMMARY: The Securities and Exchange Commission is issuing a statement regarding the 
selection and disclosure by public companies of critical accounting policies and practices. 

FOR FURTHER INFORMATION CONTACT: Robert A. Bayless, Special Assistant to the 
Chief Accountant, 202-942-4400. 

SUPPLEMENTARY INFORMATION: 

As public companies undertake to prepare and file required annual reports with us, we 
wish to remind management, auditors, audit committees, and their advisors that the selection and 
application of the company’s accounting policies must be appropriately reasoned. They should 
be aware also that investors increasingly demand full transparency of accounting policies and 
their effects. 

Reported financial position and results often imply a degree of precision, continuity and 
certainty that can be belied by rapid changes in the financial and operating environment that 
produced those measures. As a result, even a technically accurate application of generally 
accepted accounting principles (“GAAP”) may nonetheless fail to communicate important 
information if it is not accompanied by appropriate and clear analytic disclosures to facilitate an 
investor’s understanding of the company’s financial status, and the possibility, likelihood and 
implication of changes in the financial and operating status. 

Of course, public companies should be mindful of existing disclosure requirements in 
GAAP and our rules. Accounting standards require information in financial statements about the 
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accounting principles and methods used and the risks and uncertainties inherent in significant 
estimates . 1 Our rules governing Management's Discussion and Analysis (“MD&A”) currently 
require disclosure about trends, events or uncertainties known to management that would have a 
material impact on reported financial information . 2 

We have observed that disclosure responsive to these requirements could be enhanced. 
For example, environmental and operational trends, events and uncertainties typically are 
identified in MD&A, but the implications of those uncertainties for the methods, assumptions 
and estimates used for recurring and pervasive accounting measurements are not always 
addressed. Communication between investors and public companies could be improved if 
management explained in MD&A the interplay of specific uncertainties with accounting 
measurements in the financial statements. We intend to consider new rules during the coming 
year to elicit more precise disclosures about the accounting policies that management believes 
are most “critical” - that is, they are both most important to the portrayal of the company’s 
financial condition and results, and they require management’s most difficult, subjective or 
complex judgments, often as a result of the need to make estimates about the effect of matters 
that are inherently uncertain. 

Even before new rules are considered, however, we believe it is appropriate to alert 
companies to the need for greater investor awareness of the sensitivity of financial statements to 
the methods, assumptions, and estimates underlying their preparation. We encourage public 

1 See, e g. . Accounting Principles Board Opinion No. 22, "Disclosure of Accounting Policies” (Apr. 1972); 
AICPA Statement of Position No. 94-6, “Disclosure of Certain Significant Risks and Uncertainties” (Dec. 1994). 

2 The underlying purpose of MD&A is to provide investors with “information that the registrant believes to 
be necessary to an understanding of its financial condition, changes in financial condition and results of operations.” 
Item 303(a) of Regulation S-K [17 CFR 229.303(a)]. As we have previously stated, “ ‘[i]t is the responsibility of 
management [in MD&A] to identify and address those key variables and other qualitative and quantitative factors 
which are peculiar to and necessary for an understanding and evaluation of the company.’ ” Securities Act Rel. No. 
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companies to include in their MD&A this year full explanations, in plain English, of their 
“critical accounting policies,” the judgments and uncertainties affecting the application of those 
policies, and the likelihood that materially different amounts would be reported under different 
conditions or using different assumptions. The objective of this disclosure is consistent with the 
objective of MD&A. 

Investors may lose confidence in a company’s management and financial statements if 
sudden changes in its financial condition and results occur, but were not preceded by disclosures 
about the susceptibility of reported amounts to change, including rapid change. To minimize 
such a loss of confidence, we are alerting public companies to the importance of employing a 
disclosure regimen along the following lines: 

1. Each company’s management and auditor should bring particular focus to the 
evaluation of the critical accounting policies used in the financial statements. As part of the 
normal audit process, auditors must obtain an understanding of management’s judgments in 
selecting and applying accounting principles and methods. Special attention to the most critical 
accounting policies will enhance the effectiveness of this process. Management should be able 
to defend the quality and reasonableness of the most critical policies, and auditors should satisfy 
themselves thoroughly regarding their selection, application and disclosure. 

2. Management should ensure that disclosure in MD&A is balanced and fully 
responsive. To enhance investor understanding of the financial statements, companies are 
encouraged to explain in MD&A the effects of the critical accounting policies applied, the 
judgments made in their application, and the likelihood of materially different reported results if 
different assumptions or conditions were to prevail. 

6835 (May 18, 1989) [54 FR 22427] (quoting Securities Act Rel. No. 6349 (Sept. 28, 1981) [not published in the 
Federal Register]). 
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3. Prior to finalizing and filing annual reports, audit committees should review the 
selection, application and disclosure of critical accounting policies. Consistent with auditing 
standards, audit committees should be apprised of the evaluative criteria used by management in 
their selection of the accounting principles and methods. 3 Proactive discussions between the 
audit committee and the company’s senior management and auditor about critical accounting 
policies are appropriate. 

.4. If companies, management, audit committees or auditors are uncertain about the 
application of specific GAAP principles, they should consult with our accounting staff. We 
encourage all those whose responsibility it is to report fairly and accurately on a company’s 
financial condition and results to seek out our staffs assistance. We are committed to providing 
that assistance in a timely fashion; our goal is to address problems before they happen. 

By the Commission. 

Jonathan G. Katz 
Secretary 

Dated: December 12, 2001 


3 See Codification of Statements on Auditing Standards, AU § 380, Communication with Audit Committees 
or Others with Equivalent Authority and Responsibility (“SAS 61”)- SAS 61 requires independent auditors to 
communicate certain matters related to the conduct of an audit to those who have responsibility for oversight of the 
financial reporting process, specifically the audit committee. Among the matters to be communicated to the audit 
committee are: (1) methods used to account for significant unusual transactions; (2) the effect of significant 
accounting policies in controversial or emerging areas for which there is a lack of authoritative guidance or 
consensus; (3) the process used by management in formulating particularly sensitive accounting estimates and the 
basis for the auditor’s conclusions regarding the reasonableness of those estimates; and (4) disagreements with 
management over the application of accounting principles, the basis for management’s accounting estimates, and the 
disclosures in the financial statements. Id. 
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ATTACHMENT D 


Issue 2001-245 


SEC NEWS DIGEST 


December 21, 2001 


COMMISSION ANNOUNCEMENTS 


STATEMENT OF SEC CHAIRMAN HARVEY L. PITT 

On December 20, the Securities and Exchange Commission Chairman Harvey 
L. Pitt issued the following statement: 

On behalf of the entire Securities and Exchange Commission, I want to 
express our deep appreciation to the Congress for its passage earlier 
today of landmark legislation that reduces excess and unfair fee 
collections on securities transactions, and offers pay parity to the 
hardworking, and deserving, staff of the SEC. Those of us who serve at 
the Commission are privileged to regulate our nation's capital markets, 
and enforce our federal securities laws. Our staff works tirelessly and 
enthusiastically to promote and protect our markets and to ensure the 
confidence of all investors that US capital markets are the fairest and 
best markets worldwide. 

With the passage of this legislation, and assuming its enactment into 
law as well as its full funding, we believe we will be able to continue 
to attract and retain outstanding staff. All of us gladly acknowledge 
that government is a service business, and we are each pledged to having 
the Commission represent a model of governmental efficiency and 
effectiveness. Pay parity goes a long way toward making our pledge the 
public's reality. (Press Rel. 2001-150) 

PROGRAM TO MONITOR ANNUAL REPORTS OF FORTUNE 500 COMPANIES 

Our Corporation Finance Division has determined to monitor the annual 
reports filed by all Fortune 500 companies that file periodic reports 
with the Commission in 2002 as part of its process of reviewing 
financial and non-f inancial disclosures made by public companies. 
Through this process, the Division will focus on disclosure that appears 
to be critical to an understanding of each company’s financial position 
and results, but which, at least on its face, seems to conflict 
significantly with generally accepted accounting principles or 
Commission rules, or to be materially deficient in explanation or 
clarity. Where problems are identified, the Division will select the 
filing for expedited review. As always, all companies are encouraged to 
consult with our staff if there are questions concerning disclosure- 
issues before they file their reports. We and our staff are committed 
to providing that assistance in a timely fashion; our goal is to address 
problems before they happen. 
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ATTACHMENT E 


Home j Previous Page 


U.S. Securities and Exchange Commissio 


Public Statement by SEC Chairman: 
Regulation of the Accounting Profession 


Chairman Harvey L. Pitt 

U.S. Securities & Exchange Commission 

SEC Headquarters, Washington, D.C. 

January 17, 2002 

Over the fast decade or so, this Country’s vaunted system of disclosure, 
financial reporting, corporate governance and accounting practices has 
shown serious signs of failing to keep up with the needs of today's 
investors, our economy, and new technology that makes rapid 
communications not only possible but essential. The latest example - a 
most tragic and unprecedented one - is the failure of Enron. 

There are two distinct facets to the "Enron situation." The first is finding out 
who did, or who failed to do, what, and who bears responsibility for the 
horrendous losses imposed on Enron’s investors and employees. As I have 
said before, the Commission is actively and aggressively investigating these 
circumstances. Our investigation will be thorough, and will deal effectively 
with any wrongdoing that may have occurred. The second facet of Enron is 
to see what lessons we can begin to learn about how to prevent failures like 
this from recurring. 

Our disclosure and financial reporting system is still the best in the world, 
but it has long needed improvement. Its inadequacies are more visible after 
Enron’s faifure, and the need for change cannot be ignored any longer. This 
is not a problem that arose overnight. Investors here and abroad are 
entitled to rely upon our system as the finest in the world. We intend to 
fulfill that responsibility. 

There are many aspects of this problem. Our system of periodic disclosure, 
for example, is old and not good enough. Today, disclosures are made not 
to inform, but to avoid liability. We need to move to a system of "current" 
disclosure. The present system, which has been in effect for 67 years, 
doesn't provide for "current disclosure. "Financial disclosures are dense, 
impenetrable. We have called for plain English financial statements. 
Corporate governance issues and the role of Audit Committees are also in 
need of review. We recently alerted companies and their Audit Committees 
of the need for transparent disclosure of key accounting principles and 
policies in annual reports. Very shortly, we intend to issue a statement on 
MD&A disclosure that seeks to promote greater consideration of the intent 
of MD&A, which is to give investors a view of the company through the 
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eyes of management, on critical financial issues. 

We need more prompt action by the FASB, the nation's accounting standard 
setter. And, we at the SEC need to improve the way we oversee our 
disclosure and financial reporting system. 

Finally, there is a need for reform of the regulation of our accounting 
profession. We cannot afford a system, like the present one, that facilitates 
failure rather than success. Accounting firms have important public 
responsibilities. We have had far too many financial and accounting failures. 
The Commission cannot, and in any event will not, tolerate this pattern of 
growing restatements, audit failures, corporate failures and investor losses. 
Somehow, we must put a stop to a vicious cycle that has been in evidence 
for far too many years. 

In addressing this myriad of issues, we will be creative and expeditious in 
exploring and pursuing private, regulatory and legislative avenues of 
action. 

To return to the accounting and auditing system, while there are many 
facets of our system that need repair, the potential loss of confidence in our 
accounting firms and the audit process is a burden our capital markets 
cannot and should not bear. Given that we are now in the process of year- 
end audits, and given the enormous - and appropriate - attention being 
focused on the role of accountants in some of these corporate failures over 
the last decade, we have taken the initiative to begin the process of 
restructuring the regulatory system that governs the accounting profession. 

Toward that end, even before Enron's collapse, we called upon the 
accounting profession to work with us to resolve its vulnerabilities and 
weaknesses. The Commission, not the profession, must take a leading role 
in protecting the public interest; this effort requires a reordering of 
perspectives and priorities within the profession. The profession has shown 
great willingness to work with us to produce a better regulatory system. 

In our vision, this system must at heart be a tough, no-nonsense, fully 
transparent disciplinary system, subject to independent leadership and 
governance. In addition, there must be regular monitoring of the ways in 
which accounting firms perform their responsibilities, and the areas in 
which either individual firms or the profession as a whole, can improve. 

The system we envision must be thoroughly vetted with all major 
constituencies, and we have advised the relevant Congressional committees 
that oversee our efforts that we will work closely with them to ensure that 
the framework we ultimately propose meets their notion of what is 
appropriate in the interests of investors. 

There have been public reports of some of the components included in the 
system we are examining. In brief, here are some of the components we 
believe should be a part of this process. We initially envision a new body 
dominated by public members, with two primary components - discipline 
and quality control. Let me speak to those two elements: 


Discipline 
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1. The system should be subject to a new body that is dominated by 
public membership. 

2. The SEC should decide whether conduct should be pursued as 
violations of law (in which case the SEC would handle it), or pursued 
as violations of ethical and/or competence standards (in which case 
they would be handled by the private sector regulatory body) 

3. The body should be empowered to perform investigations, bring 
disciplinary proceedings, publicize results, restrict individuals and 
firms from auditing public companies 

4. The disciplinary proceedings should proceed expeditiously 

5. Disciplinary actions should be subject to SEC oversight 

Quality Control 

1. There should be a reform of the current peer review process that 
avoids firm-on-firm review 

2. The new process should replace the current triennial firm-on-firm 
peer review with more frequent monitoring of audit quality and 
competence designed to produce better audits In the future 

3. There should be a permanent Quality Control staff, composed of 
knowledgeable people unaffiliated with any accounting firm 

4. The staff should be deployed and overseen by the new publicly 
dominated body and its staff 

We are at the early stages of this proposal, and many details remain to be 
worked out. The SEC will carefully review this and other proposals 
regarding a system of public sector regulation to ensure that it addresses 
our concerns with the current system. 

A strong accounting profession is key to our capital system, and we are 
firmly committed to assuring that it functions properly, expeditiously and in 
the public interest. Significant work remains to be done, but we are 
confident that with input from all sectors we can erect a system that will 
restore public confidence in the integrity of the accounting profession. 


http ://www. sec. gov/news/speech/spch535. htm 


Home | Previous Page 


Modified: 01/17/2002 
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ATTACHMENT F 



U.S. Securities and Exchange Commission 
Washington, DC 20549 202.942.0020 


NEWS 

RELEASE 


FOR IMMEDIATE RELEASE 


2002-13 


SEC ISSUES STATEMENT ON DISCLOSURE REQUIREMENTS 
FOR PUBLIC COMPANIES 


Washington, DC, January 22, 2002 - The Securities and Exchange Commission today 
l issued a statement setting forth certain of its views regarding disclosure that should be considered 
| by public companies while preparing annual reports for the year recently ended. The statement is 

posted on the Commission’s web page www.sec.go\ under Regulatory Actions, Other 

\ Commission Orders, Notices, and Information. 


The Commission’s statement reminds public companies of existing disclosure 
requirements and suggests steps companies, domestic and foreign, should consider in meeting 
those requirements, regarding: 

• liquidity and capital resources, including off-balance sheet arrangements, 

• certain trading activities that include non-exchange traded contracts accounted for at fair 
value, and 

• effects of transactions with related and certain other parties. 

“We need better disclosure about these matters in this reporting season,” said SEC Chief 
Accountant Robert K. Herdman. “While existing rules mandate explanations of material 
uncertainties, our hope is that public companies will go beyond the minimum legal requirements 
and serve investors with the very best possible discussion of the company’s financial position 
and operating results. The Commission will continue to study how it can bring about further 
improvements in disclosure concerning critical accounting policies, important assumptions 
underlying reported results and material off-balance sheet activities, among other topics.” 

The Commission’s statement refers to recommendations contained in a petition for 
interpretive guidance from the five largest accounting firms, which was endorsed by the 
American Institute of Certified Public Accountants. That petition is posted on the Commission's 
web page www.sec.gov under Regulatory Actions, Petitions for Rulemaking. 

The statement does not create new legal requirements, or modify existing legal 
requirements. The Commission also is considering whether to propose rules in the future to 
improve the consistency and completeness of disclosure about the particular risks, relationships 
and activities addressed in the petition and this statement. 

For further information, contact: 

Jackson Day (202) 942-4400 
Robert Bayless (202) 942-4400 
Paula Dubberly (202) 942-2900 


# # # 
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ATTACHMENT G 


U.S. Securities and Exchange Commission 

NEWS 

Washington, DC 20549 202.942.0020 

RELEASE 


FOR IMMEDIATE RELEASE 2002-22 


SEC TO PROPOSE NEW CORPORATE DISCLOSURE RULES 

Washington, DC, February 13, 2002 — The Securities and Exchange Commission 
today announced that it intends to propose changes in corporate disclosure rules as the 
first in a series of steps designed to improve the financial reporting and disclosure 
system. 

“The steps we announce today represent only a beginning in the realization of an 
important regulatory agenda,” SEC Chairman Harvey Pitt said. “These steps will provide 
significant improvements quickly while other proposals are considered. We will be 
working on our own and together with Congress, the President’s Working Group, 
companies, investor groups and other interested participants. We anticipate further reform 
proposals covering financial reporting and disclosure requirements, accounting standard 
setting, regulation of the auditing process and profession and corporate governance.” 

Specifically, the Commission intends to propose rules that will: 

• Provide accelerated reporting by companies of transactions by company insiders 
in company securities, including transactions with the company; 

• Accelerate filing by companies of their quarterly and annual reports; 

• Expand the list of significant events requiring current disclosure on existing Form 
8-K. Such events could include changes in rating agency decisions, obligations 
that are not currently disclosed and lock-out periods affecting employee stock- 
ownership plans. 

• Add a requirement that public companies post their Exchange Act reports on their 
web sites at the same time they are filed with the SEC; and 

• Require disclosure of critical accounting policies in Management’s Discussion 
and Analysis of Financial Condition and Results of Operations, contained in 
annual reports. 

“Our financial disclosure system is the best in the world,” Pitt said. “Investors can 
be confident in the system as we continue to work to improve it.” 


# # # 
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DETAILS OF PROPOSED CORPORATE DISCLOSURE RULES 
Proposed Amendments for Insider Reporting 

The Commission is considering a variety of ways to improve public disclosure of 
trading activities by executive officers, directors and beneficial owners of 10% of a 
company’s stock. 

Under the Securities Exchange Act of 1934, trades must be reported by the 
tenth day of the month following the month in which the trades occur. That 
represents a delay of up to 40 days, which is inadequate for today’s markets. The 
Commission supports a legislative solution that would dramatically shorten this 
period. 

In the meantime, given the importance to the marketplace of transactions by 
corporate executives and directors, the Commission intends to propose that, pursuant 
to their reporting obligations, companies disclose on a current basis significant 
transactions in the company’s stock by their executive officers and directors. 

As a complement to this initiative, the Commission is seeking ways to provide 
for electronic filing of reports of insider transactions. Direct reporting on the 
EDGAR system by insiders would entail the distribution and monitoring of literally 
tens of thousands of personal identification numbers to these insiders. Accordingly, 
the Commission is considering an approach that would require companies to file 
electronically information that they receive from insiders, including under new 
accelerated requirements such as those described above. 

In addition, the Commission is re-examining an existing provision in its rules 
that permits officers and directors that sell stock back to their company to delay 
reporting until 45 days after the end of the fiscal year in which the transaction took 
place. This current provision allows a potential reporting delay of many months. To 
eliminate this delay, the Commission intends to propose that a company report on a 
current basis any transactions involving securities of the company entered into with 
any of its executive officers or directors. 

Proposed Amendments for Mandated Secondary Market Reporting 

The Commission’s secondary market disclosure system under the Securities 
Exchange Act of 1934 requires U.S. public companies to make disclosure at annual 
and quarterly intervals, with limited, specified events reported on a more current 
basis. The Commission believes that the time periods for filing under this system 
need to be shortened and the list of events requiring more current reporting needs to 
be expanded. 
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Annual and Quarterly Reports 

The Commission intends to propose that public companies file their annual 
reports on Form 10-K within 60 days after the end of their fiscal year, rather than 90 
days. The Commission also intends to propose that public companies file their 
quarterly reports on Form 10-Q within 30 days after the end of their first three fiscal 
quarters, rather than 45 days. The time periods for filing these reports have not 
changed in over 30 years, despite previous attempts to do so. The significantly 
reduced time periods for the capture and analysis of information and significant 
technological advances since these time periods were last revised necessitate a new 
consideration of the timing of mandated disclosure to the markets. 

Current Reports 

The Commission believes that markets and investors need more timely access 
to a greater range of important information concerning public companies than what is 
required by the existing reporting system. Accordingly, the Commission intends to 
expand the types of information that companies must report on Form 8-K. Some of 
the items that the Commission is evaluating for inclusion in these reports include: 

• Changes in rating agency decisions and other rating agency contacts; 

• Transactions in the company’s securities, including derivative securities, with 
executive officers and directors; 

• Defaults and other events that could trigger acceleration of direct or 
contingent obligations; 

• Transactions that result in material direct or contingent obligations not 
included in a prospectus filed by the company with the Commission; 

• Offerings of equity securities not included in a prospectus filed by the 
company with the Commission; 

• Waivers of corporate ethics and conduct rules for officers, directors and other 
key employees; 

• Material modifications to rights of security holders; 

• Departure of the company’s CEO, CFO, COO or president (or persons in 
equivalent positions); 

• Notices that reliance on a prior audit is no longer permissible, or that the 
auditor will not consent to use of its report in a Securities Act filing; 

• Definitive agreement that is material to the company (negotiations of 
agreements would be excluded from this requirement unless and until a 
definitive agreement is entered into); 

• Any loss or gain of a material customer or contract; 

• Any material write-offs, restructurings or impairments; 

• Any material change in accounting policy or estimate; 
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• Movement or de-listing of the company’s securities from one quotation 
system or exchange to another; and 

• Any material events, including the beginning and end of lock-out periods, 
regarding the company’s employee benefit, retirement and stock ownership 
plans. 

Given the significance of current disclosure of these events to participants in 
the secondary markets, the Commission intends to propose that companies file reports 
of these events no later than the second business day following their occurrence. The 
Commission also is considering whether some of these events require filing by the 
opening of business on the day after the occurrence of the event. 

Disclosure on Company Web Sites 

The Commission believes that mandated public company disclosure should be 
more readily available to investors in a variety of locations. To further this goal, the 
Commission intends to propose amendments that would require public companies to 
make their Exchange Act reports available on their Internet web sites, if available, at 
the same time as they are filed. This requirement would not in any way replace or 
reduce a company’s obligation to file with the Commission. 

Disclosures about Critical Accounting Policies 

The Commission intends to propose amendments to its rules for 
Management’s Discussion and Analysis of Financial Condition and Results of 
Operations (MD&A) to require disclosure about critical accounting policies. As. 
described in a Cautionary Advice Release issued by the Commission on December 
12, 2001, critical accounting policies are those that are both most important to the 
portrayal of a company’s financial condition and results, and require management’s 
most difficult, subjective or complex judgments, often as a result of the need to make 
estimates about the effect of matters that are inherently uncertain. 

The proposals may require public companies to include in their MD&A full 
explanations, in clear and understandable format and language, of their critical 
accounting policies, the judgments and uncertainties affecting the application of those 
policies, and the likelihood that materially different amounts would be reported under 
different conditions or using different assumptions. The objective of this disclosure 
would be consistent with the objective of MD&A to provide information on events or 
uncertainties known to management that would have a material impact on reported 
financial information. Such disclosure would assist investors in understanding a 
company’s financial condition, changes in financial condition, and results of 
operations. 
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ATTACHMENT H 


U.S. Securities and Exchange Commission 

NEWS 

WWM Washington, DC 20549 202.942.0020 

RELEASE 


FOR IMMEDIATE RELEASE 2002-23 


PITT SEEKS REVIEW OF CORPORATE GOVERNANCE, CONDUCT CODES 


Washington, DC, February 13, 2002 - As part of an ongoing effort to bolster 
investor confidence. Chairman Harvey L. Pitt of the Securities and Exchange 
Commission has asked the New York Stock Exchange and Nasdaq to review 
corporate governance and listing standards, including the important issues of officer 
and director qualifications and the codes of conduct of public companies, 

“Recent events have underscored the need for public companies to have a strong 
commitment to full disclosure and compliance with all regulatory regimes to which 
their companies are subject," Pitt said in a letter to the chairmen of the NYSE and 
Nasdaq. “While no set of rules can stop every venal actor determined to put personal 
interests ahead of those of the companies they manage, we believe that there are a 
number of ways that current corporate governance standards can be improved to 
strengthen the resolve of honest managers and the directors who oversee 
management's actions.” 

Pitt commended the NYSE for establishing a Special Committee on Corporate 
Accountability and Listing Standards to examine corporate governance issues, 
including the possibility of requiring continuing education programs for officers and 
directors. The Nasdaq is taking similar steps. 

Separately, Pitt commended Financial Executives International for reemphasizing 
its members’ code of ethics and asked FEI to consider whether there is a need to 
update the code in light of recent developments. 
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ATTACHMENT I 


U.S. Securities and Exchange Commission 

NEWS 

W&tf Washington, DC 20549 202.942.0020 

RELEASE 


FOR IMMEDIATE RELEASE 2002-39 


SEC ANNOUNCES REPORTING REQUIREMENTS FOR COMPANIES 
AUDITED BY ANDERSEN LLP 

Washington, DC, March 18, 2002 - The Securities and Exchange Commission 
today released the orders and rules it announced on March 14, 2002. The Commission 
issued these orders and rules to assure a continuing and orderly flow of information to 
investors and the U.S. capital markets in light of the indictment of Arthur Andersen LLP. 

“We are committed to ensuring that investors continue to receive the timely 
financial information to which they are entitled,” said SEC Chairman Harvey L. Pitt. 

“The Commission believes that the actions it'is taking will address any issues that might 
arise from Andersen's indictment. Any potential disruptions are anticipated to be minimal 
and of relatively short duration. If other actions are needed, the Commission will take 
further appropriate steps.” 

As announced last week, the Commission has been assured by Andersen that it 
will continue to audit financial statements in accordance with generally accepted auditing 
standards (GAAS) and applicable professional and firm auditing standards, including 
quality control standards. Andersen has also told the Commission that if it becomes 
unable to continue to provide those assurances, it will advise the Commission 
immediately. Issuers for which Andersen issues signed audit reports after March 14, 

2002, must obtain from Andersen similar representations and generally must set forth 
those representations in their filings. Under those procedures, the Commission will 
continue to accept financial statements audited by Andersen in filings. 

The orders and rules released today also establish a framework for Andersen 
clients that are unable to obtain from Andersen or elect not to obtain from Andersen a 
signed report on audits that are currently in process. As to those issuers, the Commission 
will require adherence to existing filing deadlines, but will accept filings that include 
unaudited financial statements from any issuer unable timely to provide audited financial 
statements. Issuers electing this alternative generally will be required to amend their 
filings within 60 days to include audited financial statements. This alternative 
framework is procedural in nature, is of finite duration, and is intended solely to address 
timing constraints and temporary disruptions that the affected issuers may face. 

The Commission is permitting affected issuers to file annual reports, certain 
registration statements, and certain other filings by the original due date with unaudited 
financial statements, so long as they file, within 60 days after the original due date, 
amended filings containing audited financial statements. For affected issuers that are 
registrants under the Securities Act of 1933, the Securities Exchange Act of 1934, the 
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Public Utility Holding Company Act of 1935, the Investment Company Act of 1940, or 
the Investment Advisers Act of 1940, the relief that the Commission’s actions provide 
includes the following: 

* extensions of time to file audited financial statements required in annual 
reports and certain other reports filed with the Commission; 

* extensions of time to make audited financial statements available to 
shareholders; 

* extensions of time to obtain reviews of financial statements for quarterly 
reports; and 

* extensions of time, for companies that are already reporting to the 
Commission, to include required audited financial statements in registration 
statements. 

In addition, affected issuers will be able to satisfy filing requirements for tender 
offers under the Williams Act, acquisition proxy statements, employee benefit plans, 
financial statements of unconsolidated subsidiaries and guarantors and transactions, and 
to comply with the conditions of Rule 144, Rule 144 A, Rule 701, or Regulation D, by 
filing unaudited financial statements by the original due date, so long as audited financial 
statements are filed within 60 days after the original due date. 

The Commission continues to emphasize that companies should make their own 
independent decisions regarding completion of current audits and reviews and that these 
actions are intended only to provide neutral flexibility for companies as they make those 
decisions. Consistent with this approach, the Commission’s actions do not apply to 
signed audit reports by Andersen issued on or before March 14, 2002. 

The Commission has also determined that it is not necessary or appropriate to 
make this alternative framework available in the case of initial public offerings, initial 
registrations under the Exchange Act, going-private transactions or roll-up transactions. 
The alternative framework is also unavailable with respect to filings or transactions by 
any “blank check companies.” 

The Commission determined that it is in the public interest to make its actions 
effective upon publication of the Commission’s orders and rules. 

For more detail concerning these actions, please contact the Commission, as 
indicated below. 

* Investors with questions can call a special hotline maintained by the 
Commission’s Office of Investor Education at 1-800-SEC-Q330 or e-mail the 
office at help@sec.gov . 
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Issuers with questions regarding Securities Act or Exchange Act filings, 
please call the Division of Corporation Finance’s hotline at 202-942-2816 or 
e-mail the Division at dhotiine@sec.gov. 

Auditors with transition questions may call the Office of the Chief Accountant 
at 202-942-4400 or e-mail the office at oca@sec.gov. 

For questions regarding broker-dealers, self-regulatory organizations, and 
transfer agents, please call the Division of Market Regulation’s hotline at 202- 
942-0069 or e-mail the Division at marketreg@sec.gov. 

For questions regarding investment companies, investment advisers or public 
utility holding companies, please call the Division of Investment 
Management’s hotline at 202-942-0590 or e-mail the Division at 
IMOCA@sec.gov. 


# # # 
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m fei 


ATTACHMENT J 


March 2002 

FEI Observations and Recommendations 

Improving Financial Management, 

Financial Reporting and Corporate Governance 

Overview 

Presented here are the views erf Financial Executives international (FEI) on 
reforms aimed at strengthening financial management, reporting and corporate 
governance. We believe that most companies are governed and managed 
ethically and are fulfilling their fiduciary obligations to their stakeholders. 

However, the investing public and FEI share a common concern over the 
problems highlighted by the recent failures of corporate management, financial 
reporting, corporate governance, audit committees and independent audits. The 
U.S. capital markets are based, in large part, on trust in a checks-and-balances 
control system fundamental to good corporate governance. The weaknesses 
exposed in the system are highlighted in public documents, testimony before 
Congress, press interviews and special reports. We believe these revelations 
point to certain systemic issues and call for reform, FEI supports a dear and 
coordinated look at aH areas of possible improvement It is our intention to assist 
in this effort by making the following observations and recommendations. 

We believe the following factors may have contributed to the recent problems 
observed in the areas of corporate governance, ethical management, financial 
reporting and external audits: 

• Lack of ethical conduct and inappropriate “tone at the top” 

• Failure of effective board oversight 

• Lack of financial expertise on audit committees 

• External audit failure due to compromised independence and failed 
quality control procedures 

• Overly complex accounting standards 

• Opaque financial reporting 

• Emphasis on form over substance in applying accounting standards 

We offer recommendations in four areas: 

Strengthening financial management and commitment to ethical 
conduct 

Rebuilding confidence in financial reporting, the accounting industry 
and the effectiveness of the audit process 

Modernizing financial reporting, and reforming the accounting 
standards-setting process 

Improving corporate governance and the effectiveness of audit 
committees 
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Recommendations 


Strengthening Financial Management 
and Commitment to Ethical Conduct 

Recommendation 1: All financial executives should adhere to a specialized code 
of ethical conduct 

FEI recommends that all senior financial professionals be required to adhere to a strong ethical code 
of conduct. For many years, members of FEI have signed such a code, thus committing to its principles. 
That code has been updated recently to include a call for all financial executives to acknowledge their 
affirmative duty to proactively promote ethical conduct in their organizations. 

Whether or not they are members of FEI, all finance professionals should adhere to a code of ethical 
conduct containing all the elements of the FEI Code of Ethics. The Code states, for example, that 
financial arrangements involving actual or apparent conflicts of interest should be avoided. 

FEI recommends that all senior financial officers, accounting officers, controllers, treasurers and chief 
investor relations officers annually sign a code containing all the elements of the FEI Code of Ethics 
and deliver it to their board or the board’s designated committee. Further, we expect that best practice 
in this area will be that al] finance, accounting, tax and investor relations personnel annually sign such 
a code. 

The FEI Code is attached to this document as Appendix A. 

FEI strongly recommends that Congress and the SEC implement regulations that call for stock 
exchanges and markets to implement this recommendation through fisting agreements. 

Recommendation 2: Companies should actively promote ethical behavior and 
provide employees with the means to report perceived violations of ethical 
standards without fear of reprisal. 

FEI strongly endorses practices by which all companies adopt a code of conduct for their employees 
and conduct regular training sessions to assure understanding and compliance. We believe companies 
should provide support and broad protection to employees reporting code of conduct violations. Under 
such a framework, companies should: 

• Adopt a written code of conduct for all employees 

• Conduct employee orientation and training with respect to the code 

• Provide employees with a mechanism (such as a hotline or help-line) to surface concerns 
about compliance with laws and regulations 

• Adopt procedures for voluntary disclosure of violations of laws 

• Participate in best practices forums 

• Inform the public of the active commitment to implement these steps 

We encourage all companies to set up “hotline" channels, providing employees with the means to report 
perceived violations of the code or of the law without fear of reprisal. Additionally, employees should be 
made aware of these lines of communication and be assured that the source of all calls will be kept 
confidential. Calls should go directly to a person, facilitator or committee specifically identified by the 
company’s board. That designated person or entity should screen each call and initiate appropriate 
action within the company. The company’s board of directors should be informed of calls made and 
their disposition on a regular basis. 
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Recommendation 3: Qualifications of the principal financial officer and principal 
accounting officer. , 

Management, in support of the audit committee and board of directors, should designate a principal 
financial officer and a principal accounting officer as those terms are used in the Securities Act of 1933. 
FEI believes the qualifications and roles of such persons should include the following: 

• The principal financial officer should be that person with overall responsibility for the 
finance function within the reporting company, and should have knowledge in all areas 
of finance including, at a minimum, the requisite knowledge proposed for the financial 
experts of audit committees. The principal financial officer should be responsible for 
upholding compliance with ethical standards within the finance function. 

• The principal accounting officer should be a licensed public accountant or possess 
equivalent knowledge and experience, and should be current and knowledgeable in the 
understanding of GAAP and the SEC’s rules and regulations governing the preparation 
and audit of financial statements. 

• The principal financial officer should report to the chief executive officer, and the principal 
accounting officer should report to the principal financial officer. It is further recommended 
that the principal financial officer and/or the principal accounting officer meet with the audit 
committee periodically (quarterly) to review significant financial statement issues, including 
key judgments, estimates and disclosure matters. 


Rebuilding Confidence in Financial Reporting, the Accounting 
Industry and Effectiveness of the Audit Process 

Recommendation 4: Create a new oversight body for the accounting profession 
staffed with finance and accounting professionals. 

Enhanced oversight of public accounting firms by an independent body would increase public 
confidence in the audit process and effectiveness of the audit quality control process. This oversight 
board should be sponsored by the SEC and, recognizing the technical nature involved and die need to 
adequately understand the audit process, the majority of its members should be executives with 
knowledge in accounting and finance. These individuals should be clearly independent of public 
accounting firms or other audit industry organizations. We do not believe that a majority of members 
should be drawn from the audit profession. 

This oversight board should oversee the peer review quality control process of the audit firms. 
Furthermore, the peer reviewers should be accountable to the oversight board for the scope of review, 
findings, recommendations and corrective actions. 

We further recommend that a focused mission and scope will enhance toe effectiveness of this body. 
Therefore, this new body should be principally tasked with the job of audit industry oversight and 
discipline. As FEi continues to support private- sector accounting standard setting, we believe that a 
separate and independent body should continue to oversee the FASB. 
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Recommendation 5: Place restrictions on certain non-audit services supplied by the 
independent auditor. 

Even the appearance of a potential conflict of interest may now undermine an auditor's effectiveness. 
Therefore, we believe confidence in the integrity of the audit would be enhanced if certain non-audit services 
were prohibited for audit clients. In this regard: 

• The independent auditor should no longer provide audit clients with internal audit services or 
consulting on computer systems used for financial accounting and reporting. 

• Advisory sen/ices should be prohibited wherever the audit firm could be put in a position of 
relying on the work product resulting from such services. 

• Tax advisory and compliance services, acquisition due diligence, audits of employee benefit 
plans and other statutory audits should be acceptable services for audit clients as they would 
not normally raise questions of conflict of interest. In the unusual instance where such services 
could present questions of a conflict of interest, such services should not be provided. 

Iriiportantly, in addition to the foregoing, we suggest that audit committees approve substantially all large 
non-audit services. In so doing, the audit committee should consider the impact of such services on the overall 
independence of the audit firm. 

FEI also recommends that the SEC redefine the current classifications of audit and non-audit services to 
assure that the guidance is clear and that the distinction conveys a complete and meaningful picture to 
investors in regard to the proper characterization of audit and non-audit activities. 

Recommendation 6: Restrict the hiring of senior personnel from the external auditor. 

FEI recommends that companies adopt policies that restrict the hiring of engagement audit and tax partners, 
or senior audit and tax managers, who have worked on the company’s audit for a period specified by the 
board of directors. FEI believes that this period should be no shorter than two years. 


Modernizing Financial Reporting and Reforming the 
Accounting Standards-Setting Process 

Recommendation 7: Reform the Financial Accounting Standards Board (FASB). 

FEI recommends that a “Blue Ribbon Committee” be formed to address FASB reform. White we support 
continuing private-sector standard setting through the FASB, substantive process and structural changes 
are long overdue. The Blue Ribbon Committee should complete its work promptly and produce initial 
recommendations within three months of its formation. The Committee should be guided by the basic 
principle of advancing financial reporting, notwithstanding divergent political interests. The Committee 
should address the following issues: 

• FASB Organization 

- Board mission statement 

- Size of board 

- Length of board member terms 

- Voting majority 

- Staff effectiveness, accountability and structure 

- Restrictions on board member meetings (“Sunshine Rules”) 

• Timely Standard Setting 

- Timely standard setting with dearly defined priorities, objectives and milestones 

- Agenda management and accountability 
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» Financial Statement Content 

- A process, for defining clear long-term objectives for financial statements produced 
under GAAP 

- Fair value accounting, in particular, needs to be addressed, given the absence of 
market values in many areas and the potential for such accounting concepts to create 
financial statement volatility 

* Financial Accounting Standards 

- Reassess the conceptual framework as the basis for standard setting 

- Assure practical implementation of principle-based standards vs, specific, bright-line 
rules; examples of standard application and financial interpretations based on principles 
underlying standard 

- Impact of planned globalization of accounting standards 

- Review existing standards and disclosures 

- Address the need to increase the participation of the user and investment community 
and decrease tension with the preparer community 

Recommendation 8: Modernize financial reporting. 

FEI expresses strong support for the fol towing improvements in financial reporting and recommends that 
committees be formed promptly to address these matters. 

* Improve Management’s Discussion and Analysis (MD&A) 

- FE! should take the lead in developing best practices for MD&A disclosure utilizing 
2001 annua! reports as a primary source for data. 

* Implement "Plain English" financial repenting as the new language of professionals involved 

in investor relations and financial statement preparation. 

* Promote voluntary disclosures of business performance metrics 

- FEI recommends that companies consider providing Web-based reporting of key 
performance measures used by management and specific to the industry on a quarterly 
basis. (A possible source for additional key performance measures is information 
shared at analyst presentations.) 

- In order to encourage the expansion of reporting additional measures, it is essential that 
safe harbor rules be strengthened to specifically encompass the additional repaling. 

* Develop and complement Web-based financial reporting 

- Internet delivery of hierarchical financial reporting that employs scorecards, current key 
performance indicators and analytical tools offering differing accounting standards is the 
future. Industry, users and the SEC should move ahead aggressively to develop models 
of such reporting frameworks without reducing access for investors in the short term. 

- Mandatory Internet access to financial reports — public companies should make the 
information available on their Web sites concurrent with SEC filings. 

- Voluntary business performance reporting, discussed above, may be more easily 
implemented through Web-based reporting. 

* Expanded use of reports on Form 8-K 

- Items typically included in these filings could be expanded; however, the SEC's revised 
guidance should be “principle-based’’ and the current list of additional items to be 
disclosed should be presented oily as “examples.” 

* Enhance filing requirements for foreign filers 

- Many foreign filers currently provide quarterly financial statements on a voluntary basis. 
FEI recommends that the SEC require foreign filers to file quarterly. 
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• Assess transition impact on paper documents 

- FEI does not suggest that hard copy mailings be eliminated in the near term. However, 
the content of paper mailings to shareholders should be examined to determine what 
modifications can be made and over what timeframe. 

- Financial disclosure to shareholders via paper documents has vastly exceeded a user's 
ability to digest it. The availability of public filings on the Web and analysis of information 
accessed by users should assist in identifying what is considered important. The 
resulting information could serve as a basis to expand the disclosures most often accessed 
and reduce those disclosures that are of little or no interest. This should improve 
understanding and communication while reducing costs to corporations and, ultimately, 

to the shareholders. 


Improving Corporate Governance and the 
Effectiveness of Audit Committees 

Recommendation 9: Effective implementation of the 1999 Blue Ribbon Panel 
Recommendations re audit committee financial experts. 

In 1999, the Blue Ribbon Panel on Audit Committee Effectiveness called for all audit committee members 
to be financially literate and for each committee to have at least one financial expert. 

FEI recommends that the NYSE and the NASDAQ set higher standards for audit committee ’financial 
experts." These criteria should call for explicit experience requirements in the credentials of such experts. 

A financial expert should possess: 

• An understanding of Generally Accepted Accounting Principles (GAAP) and audits of financial 
statements prepared under those principles. Such understanding may have been obtained 
either through education or experience. We believe it is important for someone on the audit 
committee to have a working knowledge of those principles and standards. 

• Experience in the preparation and/or the auditing of financial statements of a company of 
similar size, scope and complexity as the company on whose board the committee member 
serves. The experience would generally be as a chief financial officer, chief accounting officer, 
controller or auditor of a similar entity. This background will provide a necessary understanding 
of the transactional and operational environment that produces the issuer s financial 
statements. It will also bring an understanding of what is involved in appropriate accounting 
estimates, accruals, reserve provisions, etc., and an appreciation of what is necessary to 
maintain a good internal control environment. 

• Experience in the internal governance and procedure of audit committees, obtained either 
as an audit committee member, a senior corporate manager responsible for answering to the 
audit committee or an external auditor responsible for reporting on the execution and results 
of annual audits. 

FEI strongly recommends that Congress and the SEC implement regulations that call for stock 
exchanges and markets to Implement this recommendation through listing agreements. 
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Recommendation 10: Continuing professional education for audit committee members. 

FEI recommends that all audit Gommittee members attend continuing education in areas of financial reporting, 
risk management and/or accounting. Training can be “in-house” or via an outside provider. FEI, the National 
Association of Corporate Directors or an equivalent entity should establish the minimum content to be covered. 
Companies should disclose in the annual audit committee report whether members have undertaken such 
training. Non-audit committee directors are also urged to attend these sessions. 

Recommendation 11: Periodic consideration of audit committee chair rotation. 


FEI recommends that boards of directors periodically evaluate the need to rotate the individual holding the audit 
committee chair. Such evaluation may be done approximately every five years. FEI recognizes that outstanding 
audit committee chairs are valuable and difficult to replace. Yet there is also benefit in developing successors 
and additional financial experts on the audit committee. Therefore, rotation and successor development may 
further strengthen the overall governance mechanisms within the board. 

Recommendation 12: Disclosure of corporate governance practices. 

FEI recommends that all companies annually report their key corporate governance practices. Current best 
practice in many companies is to have a governance and nominating committee made up of independent 
directors. 

Closing 

FEI formed a task force of members to assemble this set of recommendations. The task force also had 
significant input from FEl’s Committee on Corporate Reporting. These recommendations were then reviewed 
and approved by FEI's Executive Committee led by FEI Chairman David Young, CFO of Adaptec, Inc., and FEI 
Vice Chairman Ridge A. Braunschweig, CFO of Orion Corporation. FEI wishes to acknowledge and thank those 
involved in the preparation of this report. 
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APPENDIX A: Cod© of Ethics of Financial Executives International 


FEI CODE OF ETHICS 

FEI’s mission includes significant efforts to promote ethical conduct in the practice of financial 
management throughout the world. Senior financial officers hold an important and elevated 
role in corporate governance. While members of the management team, they are uniquely 
capable and empowered to ensure that all stakeholders' interests are appropriately balanced, 
protected and preserved. This Code provides principles to which members are expected to 
adhere and advocate. They embody rules regarding individual and peer responsibilities, as 
well as responsibilities to employers, the public and other stakeholders. Violations of FEI’s 
Code of Ethics may subject the member to censure, suspension or expulsion under procedural 
rules adopted by FEI's Board of Directors. 

All members of FEI will: 

✓ Act with honesty and integrity, avoiding actual or apparent conflicts of interest in 
personal and professional relationships. 

✓ Provide constituents with information that is accurate, complete, objective, relevant, 
timely and understandable. 

v Comply with rules and regulations of federal, state, provincial and local governments, 
and other appropriate private and public regulatory agencies. 

✓ Act in good faith, responsibly, with due care, competence and diligence, without 
misrepresenting material facts or allowing one’s independent judgment to be 
subordinated. 

✓ Respect the confidentiality of information acquired in the course of one's work except 
when authorized or otherwise legally obligated to disclose. Confidential information 
acquired in the course of one’s work will not be used for personal advantage. 

✓ Share knowledge and maintai n skills important and relevant to constituents’ needs. 

✓ proactively promote ethical behavior as a responsible partner among peers, in the work 
environment and the community. 

✓ Achieve responsible use of and control over all assets and resources employed or 
entrusted. 
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ATTACHMENT K 



UNITEO STATES 

SECURITIES AND EXCHANGE COMMISSION 

WASHINGTON. O.C. 20549 


November 15, 1995 


The Honorable Alfonse M. D’Amato 
Chairman 

Committee on Banking, Housing, and Urban Affairs 
United States Senate 
Washington, D.C. 20510-6075 

Dear Mr. Chairman: 

As we approach the end of the long road traveled on securities litigation reform, you 
have asked that we provide our views of the current draft of the legislation. At the outset, 
let us express our appreciation for your willingness to heed the concerns of the Commission 
regarding the draft conference report dated October 23, 1995. Together we have sought to 
achieve the most responsible reform possible. 

While the Commission has raised a number of concerns about earlier versions of this 
legislation, we believe die draft conference report dated November 9th responds to our 
principal concerns. We understand die need for a greater flow of useful information to 
investors and the markets and we share your desire to protect companies and their 
shareholders from the costs of frivolous litigation. 

The safe harbor provisions of the draft bills have been of particular interest to us. 
While we could not support earlier attempts at a safe harbor compromise, the current version 
represents a workable balance that we can support since it should encourage companies to 
provide valuable forward-looking information to investors while, at the same time, it limits 
the opportunity for abuse. The need of legitimate businesses to have a mechanism for early 
dismissal of frivolous lawsuits argues in favor of the codification of the "bespeaks caution" 
doctrine that has developed under the case law. While the trade-off requires that class action 
attorneys must have well written and carefully researched pleadings at the outset of the 
lawsuit, wc feel this is necessary to create a viable safe harbor, given that' it does not prevent 
Commission enforcement actions, and excludes the greatest opportunities for harm to 
investors. 

Outside of the safe harbor provisions, we have consistently advocated reversal of 
Supreme Court decisions of Lampf and Central Bank . It is unfortunate that Congress has not 
restored these investor protections that were removed by the Supreme Court; however, we 
recognize that amendments on both subjects were defeated in the course of this legislative 
effort, thereby making it difficult to include such provirions in this bill. The conference bill 



1164 


The Honorable Alfonse M. D’ Amato 
November 15, 1995 
Page 2 

raises other minor issues, but the language in the conference report hopefully will prevent 
any unintended consequences. We remain grateful to you and your staff, as well as the other 
members and their staffs, for the willingness to engage in a dialogue with us aimed at getting 
a better deal for ail investors. 

Thank you for your consideration. 


Sincerely, 

Mkt 

Arthur Levitt 
Chairman 



Steven M. H. Wallman 
Commissioner 
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ATTACHMENT L 


UNITED STATES 

SECURITIES AND EXCHANGE COMMISSION 

WASHINGTON. DC. 20549 


February 13, 2002 


VIA FACSIMILE 


Mr. James S. Gerson, Chair 
Auditing Standards Board 

American Institute of Certified Public Accountants 
1211 Avenue of the Americas 
New York, NY 10021 

Dear Jim: 

Recent events have raised questions about auditors’ roles in helping to structure 
transactions in order to achieve a particular financial statement result. I believe that the 
Auditing Standards Board (“ASB”) should take a leadership role with respect to these 
questions, and I believe that the first step in that process should involve an amendment of 
Statement on Auditing Standards No. 50 (“SAS 50”), Reports on the Application of 
Accounting Principles, to prohibit the issuance of a written report to intermediaries on the 
application of accounting principles not involving facts or circumstances of a particular 
principal (referred to as “hypothetical transactions” in SAS 50). 

I believe that SAS 50, which was issued in July 1986, has improved practices in 
situations when the reporting accountant’s opinion on the application of accounting 
principles takes into account both the vagaries of the accounting principles being 
considered and the particular facts and circumstances of the company that will apply the 
principles (“the principal”). This is in no small part because SAS 50 requires, in these 
circumstances (and circumstances where the report is issued to an intermediary acting for 
a principal whose identity is known), consultation with the continuing accountant (i.e., 
the auditor) of the principal prior to issuance of the report by the reporting accountant. 

As a result of this consultation, the reporting accountant is able to ascertain all the 
available facts relevant to forming a professional judgment, including information that 
otherwise might not be available. 

In contrast, an accountant reporting on a hypothetical transaction knows only the 
information presented by the intermediary — a description of the transaction and, 
generally, the desired financial statement impact. There is no way for the reporting 
accountant to know, for example, whether the continuing accountant of the ultimate 
principaj(s) has reached a different conclusion on the application of accounting principles 
to the same or a similar transaction, or how the ultimate principal(s) has accounted for 
similar transactions in the past. Therefore, the use of SAS 50 reports in this context, 
more often than not, does not contribute to high quality financial reporting. 
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The difference between the two types of situations is very significant and is 
exacerbated by the fact that many existing accounting standards are based on a highly 
prescriptive, rules based approach. I urge the A SB to expeditiously amend SAS 50 to 
prohibit the use of SAS 50 reports in situations that involve “hypothetical transactions.” 


Sincerely, 


-,/tW 


„ 1 | ^ 

j/ 

Robert K. Herdman 

Chief Accountant ^ ji 




cc: Alan Anderson, Executive Vice President 

American Institute of Certified Public Accountants 


Edmund Jenkins, Chairman 
Financial Accounting Standards Board 

Robert Kueppers, Chairman 
SECPS Executive Committee 


Jerry Sullivan, Executive Director 
Public Oversight Board 
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The Securities and Exchange Commission yesterday announced a compromise with the accounting industry over a 
controversial auditor independence rule that Chairman Arthur Levitt Jr. has been pushing to get enacted before the end 
of the Clinton administration. 

The agreement, worked out in private meetings with major accounting firms in recent weeks, will impose more 
restrictions on the services that auditors can offer. But the SEC has backed off from a proposal, heatedly opposed by 
three major accounting firms, to ban accountants from selling lucrative information technology services to their audit 
clients. 

The deal is expected to avert a legal showdown between the SEC and opponents. The commission is scheduled to 
vote on the rule today. 

Levitt, who has been personally involved in the negotiations, said "I feel very positive" about the compromise. He has 
argued that auditors can't be independent fiscal watchdogs if they are business advisers to companies. He has warned 
that large consulting fees might tempt the accountants to ignore problems in company books. 

Though the SEC dropped its proposed ban on information technology consulting, Levitt said, "We got something I 
think is better, with the requirement for audit committee approval and disclosure." 

SEC officials said that four of the Big Five accounting firms— PricewaterhouseCoopers, Ernst & Young, Arthur 
Andersen and Deloitte & Touche-agreed to support the rule. KPMG did not. The first two firms generally have 
supported the SECs efforts, although they recommended changes. The other three firms have strongly opposed the effort 
for months. 

Last night, William F. Ezzell, a partner with Deloitte & Touche, said the "concepts" of the compromise "sound 
reasonable, but we haven't seen any language at all. So until we see the language it's difficult to say we're there." 

Officials at Arthur Andersen declined comment 

Stephen E. Allis, a partner with KPMG, said the firm had not decided whether to continue opposing the proposal since 
it has not seen the details of the compromise. 

The three firms had persuaded numerous members of Congress to pressure the SEC to delay action and also threatened 
a lawsuit if the rule was passed. 

Opponents were particularly upset over two issues. The SEC's original proposal prohibited accounting firms from 
offering information technology services to their audit clients. Those services are lucrative, sometimes bringing in 
millions of dollars in revenue. 

The accounting firms argued that the SEC had not justified the proposed ban. In fact, they argued that the large 
computer projects and other consulting work improve audits because they help them learn more about the company. 

Under the compromise, the accounting firms can continue to design information technology systems for audit clients. 
But in return, as Levitt noted, the client must disclose in the annual proxy the total amount it paid to the auditor for 
information technology services. The client must also verify that the company's audit committee has considered whether 
the consulting services have hurt its auditors' independence. 

The audited company, not the accounting firm, must control the information technology system. 

The SEC also agreed to limit its so-called appearance standard to say that an accountant's independence would be 
considered impaired if a "reasonable investor" concluded the auditor couldn't act without bias. 

In all, the SEC issued restrictions on nine services— seven of which were already restricted by American Institute of 
Certified Public Accountants rules or SEC guidelines. The rule will codify those restrictions. 

Companies must disclose in their annual proxy statements the fees for audit, information technology, consulting and all 
other services provided by their auditor during file last fiscal year. 
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UNITED STATES 

SECURITIES AND EXCHANGE COMMISSION 

WASHINGTON. O.C. 20549 

July 23, 2002 


The Honorable Paul S. Sarbanes 
Chairman 

Committee on Banking, Housing, 
and Urban Affairs 
United States Senate 
534 Dirksen Senate Office Building 
Washington, DC 20510 

The Honorable Michael G. Oxley 
Chairman 

Committee on Financial Services 
U.S. House of Representatives 
2129 Rayburn House Office Building 
Washington, DC 20515 

Dear Chairmen Sarbanes and Oxley: 

I am writing regarding the foreign audit workpapers provision of the proposed “Public 
Company Accounting Reform and Investor Protection Act.” Although it has received little 
attention, I believe the provision is critical to our enforcement efforts, and I wish to express my 
strong support for its inclusion in the final legislation. 

As you know, the foreign audit workpapers provision is intended to provide an effective 
mechanism for the SEC to obtain relevant audit workpapers from accounting firms abroad. 
Such a tool would greatly facilitate the SEC’s efforts to investigate and prosecute financial 
fraud, and is distinct from the auditor oversight provisions of the bill. 

In today’s global economy, many U.S.-listed companies maintain operations in foreign 
countries and report significant revenues generated by such operations. U.S. companies’ 
foreign operations and foreign revenues typically are audited by foreign accounting firms, 
including foreign affiliates of U.S. accounting firms. Workpapers from these audits may contain 
information invaluable in uncovering a financial fraud, including providing evidence of who 
engaged in or was aware of misconduct. Further contributing to the need for access to foreign 
accounting firms’ workpapers is the growth in the number of foreign private issuers listed in the 
U.S. At the end of 200 1 , there were 1 ,344 foreign private issuers reporting to the Commission, 
most of which engaged foreign auditors. 

Although an auditor’s workpapers are important records in any financial fraud 
investigation, the Commission has had limited success in gaining access to work performed by 
non-U.S. auditors, even when those foreign auditors have chosen to affiliate with U.S. 
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accounting firms. The Commission lacks explicit authority to serve investigative subpoenas 
outside of the U.S , even on a foreign accounting firm that audited financial statements filed 
with the Commission. Due to this limitation, the SEC has sought to obtain documents from 
foreign auditors by serving subpoenas on affiliated U.S. audit firms, placing border watches on 
individual foreign auditors in the hopes of serving process, or relying on information sharing 
arrangements with our regulatory counterparts overseas. These strategies have consistently 
proven cumbersome, however: US. audit firms typically contest the reach of subpoenas served 
on them, contending that U.S. firms are distinct from their foreign affiliates (even though the 
foreign affiliates and the U.S firms share name and other co-branding and marketing 
arrangements); and border watches are slow and unwieldy. As for information sharing 
arrangements, the Commission has such arrangements with only a minority of foreign countries, 
and even where they exist, the prescribed procedures can make information gathering difficult 
and time-consuming. 

In short, if the foreign audit workpapers provision were enacted as part of your bill, it 
would compel foreign auditors to provide the SEC with the audit documentation that U.S. 
auditors already are required to provide, and would provide the Commission a critical tool in 
the fight against accounting fraud. 

Again, I express my sincere thanks for your leadership on these issues. Please do not 
hesitate to contact me if there is anything my staff or l can do to assist you as this process 
moves forward. 


Sincerely, 



/ Stephen M. Cutler 


Director 

cc: The Honorable Phil Gramm, Ranking Member 

Committee on Banking, Housing and Urban Affairs 
United States Senate 

The Honorable John J. LaFalce, Ranking Member 
Committee on Financial Services 
U.S. House of Representatives 



